











2016 wildfires.* The order permitted the returns to be computed from the time such new plant was
placed in service until this rate case proceeding at the then-authorized rate of return of 6.89%.%° The
primary investments made during this time was the tank/booster station rehabilitation project of
$331,483 placed in service in January 2019 and the well/booster station rehabilitation project of
$443,126 placed in service in May 2019, along with additional, smaller incremental plant
additions.®

The Consumer Advocate computed the Deferred Return on Incremental Plant Investment by
determining actual and forecasted plant additions, depreciation, and plant retirements for the period
January 1, 2017 through December 31, 2019, and then applying the annual return of 6.89% to the
resulting net plant investments over this period. Using this methodology, the Consumer Advocate
calculated deferred returns of $86,486 for the period.®” The Consumer Advocate then selected a
ten-year amortization period for recovery of the deferred returns and then applied monthly
amortization of $721 ($86,486/ (10*12)) through the Attrition Year to arrive at the midpoint
account balance of $82,162 for the Attrition Year.®® The Company adopted the Consumer
Advocate’s projected $82,162 in a late-filed exhibit.®’

The Hearing Panel found the methodology and calculations of the Consumer Advocate to be
accurate and reasonable. Nevertheless, the deferred returns should take into account the Company’s

admission of liability for failure to properly insure the destroyed assets. The Consumer Advocate

did not reduce the deferred returns for any imputed insurance proceeds that may have been collected

% In re: Petition of Tennessee Water Service, Inc. for Approval of an Interim Emergency Wildfire Restoration
Surcharge, Interim Emergency Water Service Availability Surcharge, Interim Emergency Make-Whole Surcharge, and
an Interim Emergency Operation Cost Pass-Through Mechanism, Docket No. 17-00108, Final Order, p. 10 (February
21,2018).

65 Id
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if the assets were insured. Taking into account the Majority’s decision with respect to the finding of
a regulatory liability for a lack of sound insurance coverage, the Majority of the Hearing Panel
found it appropriate to reduce the deferred returns by imputing $382,016 of putative insurance

proceeds to offset the tank/booster and well/booster rehabilitation projects.”

Using the same
methodology as the Consumer Advocate, but for the insurance imputation, the Hearing Panel found
deferred returns of $57,574 for the period January 1, 2017 through December 31, 2019. The
Hearing Panel voted unanimously to adopt the ten-year amortization period for recovery of the
deferred returns and then applied monthly amortization of $480 ($57,574/ (10*12) through the
Attrition Year to arrive at the midpoint account balance of $54,695 for the Attrition Year and an
annual amortization amount of $5,757 ($480%12).
G.5. Deferred Rate Case Cost

In Docket No. 17-00108, the Commission authorized the Company to defer up to $30,000 of
the costs for that case for recovery in this proceeding.”! The Company filed information showing
that the costs for Docket No. 17-00108 were $48,757.> The Company further filed information
showing forecasted costs of $59,700 for the hearing on the merits in the current docket and $13,488
of costs for the supplemental hearing in this docket.

The Consumer Advocate began with the Test Year balance of $48,757 and adjusted it to the
$30,000 cap set by the Commission in Docket No. 17-00108.7® Projected costs for this docket of

$59,700 were added to produce a balance of $89,700. A five-year amortization period was selected

and monthly amortization of $1,495 ($89,700/(5*12)) was applied through the Attrition Year to

0 See Section G.9. Regulatory Liability — Uninsured Property of this Order; Commissioner Hilliard dissented with the
Majority of the Hearing Panel with respect to the insurance related regulatory liability determination.

" In re: Petition of Tennessee Water Service, Inc. for Approval of an Interim Emergency Wildfire Restoration
Surcharge, Interim Emergency Water Service Availability Surcharge, Interim Emergency Make-Whole Surcharge, and
an Interim Emergency Operation Cost Pass-Through Mechanism, Docket No. 17-00108, Final Order, p. 10 (February
21,2018).

2 Tennessee Water Service Inc. Response to TPUC Data Request, DR2, #4 (August 28, 2019).

> William H. Novak, Pre-filed Direct Testimony, p. 33-34 (July 12,2019).
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arrive at an average Attrition Year balance of $80,730 for Rate Base and annual amortization of
$17,940 ($1,495*12) for expenses.” In the original filing, the Company did not project any rate
case costs; however, the Company agreed with the Consumer Advocate’s projected amount of
$80,730 in a late-filed exhibit.”

The Hearing Panel found the calculations of the Consumer Advocate to be accurate. Based
upon the late-filed exhibit, the Company also agreed with the Consumer Advocate’s calculations
and five-year amortization period. However, neither the Consumer Advocate nor the Company
updated its exhibits to include the $13,4887° of costs for the supplemental hearing. The Hearing
Panel found it appropriate to add these costs to Deferred Rate Case Cost and determined the
estimated rate case costs to be $103,188. Applying a five-year amortization period with a monthly
amortization of $1,720 ($103,188/(5*12) through the Attrition Year, the Hearing Panel voted
unanimously to adopt an average Attrition Year balance of $92,869 for Rate Case Cost and annual
amortization of $20,638 ($1,720*12) for expenses.

G.6. Accumulated Depreciation

Accumulated Depreciation recognizes all of the prior depreciation of plant, and this account
is netted against gross plant to arrive at the net plant amount on which the Company should earn a
fair rate of return. The Consumer Advocate calculated Attrition Year Accumulated Depreciation by
using the Test Year balance of $459,597 and adding depreciation expense recognized for the Test
Year of $68,410 and subtracting the accumulated depreciation associated with retirements (removal
of plant) in the amount of $91,081.77 In a late-filed exhibit, the Company revised its Accumulated

Depreciation amount to agree with the Consumer Advocate in the amount of $43 6,926.78

74 Id

75 Tennessee Water Service’s Late Filed Exhibits, Exhibit 6, Schedule 2 (September 10, 2019).
5 TWS Supplemental Hearing Costs Filing, (October 17,2019).
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The Hearing Panel found the calculations accurate and reasonable and voted unanimously to
adopt the Consumer Advocate’s result of an average Accumulated Depreciation of $436,926 for the
Attrition Year.

G.7. Contributions In Aid of Construction

Contributions In Aid of Construction generally represent investments in utility plant that are
funded by the utility’s customers, developers, or other outside parties. Since the utility’s investors
did not have any capital outlay associated with these investments, they should not be permitted to
earn a return on them. Thus, Contributions In Aid of Construction are deducted from Rate Base to
reduce the investment base on which a fair return is computed. Contributions In Aid of
Construction are amortized as an offset to depreciation expense over the life of the contributed
plant.

The Company and the Consumer Advocate agree that the balance of this account is
$633,347.7 This is based upon the September 2018 account balance of $659,969 with monthly
amortization of $1,268 applied for 21 months to arrive at an average balance of $633,347 for the
Attrition Year. The Hearing Panel found the calculations accurate and voted unanimously to adopt
Contributions In Aid of Construction of $633,347 for the Attrition Year.

G.8. Accumulated Deferred Income Taxes

Accumulated Deferred Income Taxes (“ADIT”) recognize that the utility may generally
deduct more expenses for tax purposes than for regulatory purposes in the same accounting period,
thereby reducing its tax liability in the current y The most s*ificant portion of ADIT relates to
differences in the methods used for computing depreciation expense for tax purposes versus
ratemaking purposes. Because these differences cause the utility to pay lower taxes in the current

year than the amount of taxes collected from customers through service rates, the benefit of the

" Id.
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preferential tax treatment is flowed through to customers by deducting the ADIT from Rate Base in
order to offset the returns paid by customers to the investors.

The Consumer Advocate computed ADIT by starting with the Test Year balance for the
operating company and the parent in the amount of $54,013.8° Additions to the deferred account
were made by using the midpoint balance of the tax effect on the depreciation timing differences of
new assets placed in service in the amount of $3,675. In late-filed exhibit, the Company revised its
ADIT amount to agree with the Consumer Advocate in the amount of $57,687.8!

The Hearing Panel found the calculation to be accurate and voted unanimously to adopt
ADIT of $57,687 for the Attrition Year.

G.9. Regulatory Liability — Excess Deferred Taxes

The Regulatory Liability for Excess Deferred Taxes represents the amount of excess ADIT
that should be returned to ratepayers as a result of the Tax Cuts and Jobs Act. Since the corporate
tax rate was reduced from 35% to 21%, the booked amount of ADIT was reduced to recognize that
the associated deferred taxes will be paid in the future at the new 21% rate, rather than the higher
35% rate that was in effect when the taxes were originally deferred. The amount of the ADIT
reduction, or Excess Deferred Taxes, was collected from customers through rates, but since the
higher taxes will never be paid due to the reduction in the corporate tax rate, they must be returned
to the ratepayers. Amortization of a regulatory liability is the mechanism used to effectuate the
return of Excess Deferred Taxes.

With regard to the amortization of Excess Deferred Taxes, the IRS requires Excess Deferred
Taxes related to depreciation timing differences on certain assets to be amortized over the life of the
related assets. This category is known as protected Excess Deferred Taxes. Both the Consumer

Advocate and the Company agree that protected Excess Deferred Taxes should be amortized over

8 Id at 26.
81 Tennessee Water Service’s Late-Filed Exhibits, Exhibit 6, Schedule 2 (September 10, 2019).

33



49 years.®? The . st Period amount of protected Excess Deferred Taxes of $72,183 was amortized
through the Attrition Year at $123 per month ($72,183/(49*12)) to arrive at a midpoint protected
Excess Deferred Taxes balance of $69,973 for the Attrition Year.

With regard to unprotected Excess Deferred Taxes, the IRS allows state commissions to
choose any amortization period for return of this amount to ratepayers. The Consumer Advocate
recommended a three-year amortization period and amortized the Test Period amount of
unprotected Excess Deferred Taxes of $3,888 through the Attrition Year at $108 per month
($3,888/(3*12)) to arrive at a midpoint unprotected Excess Deferred Taxes balance of $1,944 for
the Attrition Year. Initially, the Company recommended a five-year amortization period for
unprotected Excess Deferred Taxes; however, in a late filed exhibit, the Company revised its
Regulatory Liability for Excess Deferred Taxes to agree with the Consumer Advocate.?

The Hearing Panel found the Consumer Advocate’s calculations to be accurate and voted
unanimously to adopt a total Regulatory Liability for Excess Deferred Taxes of $71,917 ($69,973
protected plus $1,944 unprotected) and annual amortization of $2,769.

G.10. Regulatory Liability — Uninsured Property

The Consumer Advocate proposed a Regulatory Liability for Uninsured Property of

$757,006 based on its contention that some of the assets destroyed by the wildfires should have

been fully covered by insurance.?*

According to the Consumer Advocate, had such insurance
coverage been properly in place, the Company would have collected sufficient insurance proceeds
to replace the destroyed assets, thereby eliminating the need for investor-funded investments for

such replacements and, consequently, lowering the Rate Base on which a return is paid by

customers.

82 William H. Novak, Pre-filed Direct Testimony, p. 26 (July 12, 2019);
8 Tennessee Water Service’s Late-Filed Exhibits, Exhibit 6, Schedule 3 (September 10, 2019).
84 William H. Novak, Pre-filed Direct Testimony, p. 38 (July 12, 2019).
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Thus, the Regulatory Liability for Uninsured Property recommended by the Consumer
Advocate essentially removes the rate impact of replacing the destroyed assets. Effectively, the
regulatory liability amount proposed here requires the Company to shoulder the full cost of the
investments made to recover from the wildfire that the Consumer Advocate contends should have
been fully insured. The Consumer Advocate’s intent is to completely offset the tank/booster station
rehabilitation project costing $331,483 placed in service in January 2019 and a well/booster station
rehabilitation project costing $443,126 placed in service in May 2019.%

As such, the Consumer Advocate computed a Regulatory Liability for Uninsured Property
by taking the cost of the uninsured replacements and amortizing them over 66.67 years (1.5%
amortization rate) which is the same as the economically useful life of the assets recognized in the
Plant In Service and related Depreciation calculations.® Using this methodology, the Consumer
Advocate computed accumulated amortization of the regulatory liability through the Attrition Year
to arrive at the midpoint balance of $14,175 of accumulated amortization and annual amortization
expense of $11,619. The Consumer Advocate also determined the ADIT related to the uninsured
assets by computing the tax effect on the deprecation timing differences of uninsured assets through
the midpoint of the Attrition Year to arrive at an incremental ADIT balance of $3,426. Based on
these calculations, the Consumer Advocate computed and recommended a Regulatory Liability for
Uninsured Property of $757,006 ($331,483 + $443,126 - $14,175 - $3,428).

Here, the Company admitted that some of the destroyed property was under-insured and that
a R~~ilatory Liability is appropriate to recr~nize the Company’s failure to properly insure the
plant.?” Thus, the issue is not whether the Company was imprudent. With the Company’s

admission, the issue for the Hearing Panel is the extent to which its failure should be recognized in

81d.

86 1d

87 Transcript of Hearing, pp. 40-41, 50 (September 9, 2019); Transcript of Commission Conference, p. 70 (October 14,
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new rates. The Company contends that, based upon a proxy project completed in nearby Sugar
Mountain, North Carolina immediately prior to the November 2016 wildfires, the Company should
have insured the destroyed plant for $432,016.3 The Company asserts this level of insurance
coverage would have been reasonable because it is based upon the actions the Company should
have taken in 2016 to insure the property in light of the information available to the Company at
that time.?® As the insurance policy the Company has in place for other assets contains a $50,000
casualty loss deductible, the Company asserts that a Regulatory Liability for Uninsured Property of
$382,016 should be recognized ($432,016 - $50,000).°

The Consumer Advocate, however, argues the Company’s assumptions and computations
are too speculative and hypothetical to be used for ratemaking purposes. The Consumer Advocate
maintains the Sugar Mountain proxy project is a diversionary and unsupported assertion and not
comparable to the Company’s Chalet Village projects at issue in this docket and, therefore, should
be rejected.’’ The Company maintains that it would be unreasonable to use hindsight to hold it
accountable for the unforeseen circumstances of the wildfires that devastated the system.®?

In response to the destruction of the wildfires, the Company invested $757,006 to re-
establish water service to replace assets it concedes were not properly insured. The Company has
taken responsibility for the lack of insurance and has agreed to absorb half of those costs to replace
the property damaged by the wildfires.”> The Company maintains its proposition is not an arbitrary
splitting of the baby, but rather based on several arguments, including the use of a proxy as a basis

of insurance coverage it should have had.

8 J. Bryce Mendenhall, Pre-filed Rebuttal Testimony, pp. 6-7 (August 16, 2019).

% J. Bryce Mendenhall, Supplemental Rebuttal Testimony, pp. 3-4 (October 9, 2019).

% J. Bryce Mendenhall, Rebuttal Testimony, p. 7 (August 16, 2019).

°t William H. Novak, Pre-filed Second Supplemental Testimony, p. 6-7 (October 7, 2019).
92 Transcript of Hearing, p. 53 (September 9, 2019).
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Company witness Bryce Mendenhall testified that the Sugar Mountain project should have
been used by the Company at that time to determine an appropriate replacement cost for insurance
coverage of the destroyed assets. In support of the Sugar Mountain proxy, the Company asserted
the geography, common materials, labor, and other costs such as engineering and design relatively
comparable between the Sugar Mountain and Chalet Village booster station projects.’* Mr.
Mendenhall also testified that disasters, such as the wildfires, can create a premium on
reconstruction of damaged assets due to supply and demand pressure on contract labor and
materials and that the Company received only one qualified bid to complete the rehabilitation

5

projects at Chalet Village.”> The Company reported that only one bid was received for the

replacement of the booster station and only one bid was received for the Clubhouse project from a
bidder with qualifications and certification.”®

A basic tenet of just and reasonable rates requires a utility to have the opportunity to earn a
reasonable rate of return for investments for used and useful plant.”” Rates should be fair to both
the ratepayer and the utility. On one hand, the Consumer Advocate frames this matter as a near
zero-sum proposition in which the full cost of the replacements should be removed from rate base
as a result of the Company’s imprudence. However, the Majority of the panel found that requiring
the Company to forgo 100% of its investment through the application of hindsight three years after
the wildfires and the rebuilding of assets destroyed in the fire would be punitive and unreasonable.

Based on the evidentiary record before it, a Majority of the Hearing Panel found the

regulatory liability amount proposed by the Company to be reasonable.”® 7" result requires the

% 1d at 167-169.

% J. Bryce Mendenhall, Pre-filed Rebuttal Testimony, p. 6 (August 16, 2019).
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Company to forgo 49.3% of the total cost of replacement while providing the customers with the
benefit of replacement assets that will have a longer service life. One must consider the age of the
plant that was replaced and the circumstances in which it was replaced. The destroyed well and tank
booster stations were existing when the Company acquired the utility and was granted its certificate
of convenience and necessity (“CCN”) in 1984, making the plant more than 30 years old at the time
of the 2016 wildfires. The tank and well booster stations have been completely replaced with new
plant that will undoubtedly serve the customers far longer than the destroyed plant would have.
Moreover, it is reasonable to assume that routine maintenance and repair costs will decline in the
foreseeable future due to the replacement of the aging assets with new plant. Customers therefore
will likely receive the benefits of longer service life and reduced costs due to the installation of the
new plant.

Further, the Commission does not by rule or order specifically require utilities to fully insure
against all possible casualty losses or otherwise endorse specific insurance coverage parameters,
although insurance coverage or the reasonableness of a policy is certainly a consideration for the
Commission. A public utility does not have license to conduct its affairs recklessly. Nevertheless,
the Commission has authorized recovery of nonrecurring, extraordinary costs from ratepayers for
uninsured casualty losses that were beyond the utility’s control. For instance, in Docket Nos. 08-
00201, 12-00051, and 13-00121, the Commission authorized the creation of regulatory assets for
recovery of storm-damage costs from ratepayers incurred as a result of devastating winter storms.”

And in Docket No. 11-00180 the Commission authorized Berry’s Chapel Utility, Inc. to create a

also thought it was very negligent not to insure something at a bare premium where the deductible was higher than what
you’d actually get paid if you actually had a loss.”

9 See In Re: Entergy Arkansas, Inc’s Proposed Storm Damage Rider, Docket No. 08-00201, Order Approving Storm
Damage Rider, (February 2, 2009); [n Re: Petition of Kingsport Power Company D/B/A AEP Appalachian Power to
Implement a Storm Damage Rider Tariff for Recovery of Storm Costs, Docket No. 12-00051, Order Approving
Proposed Tariff, p. 4 (November 28, 2012); In Re: Petition of Kingsport Power Company D/B/A AEP Appalachian
Power fro Approval of Deferred Accounting, Docket No. 13-00121, Order Approving Request to Defer Storm Cost, p.2
(October 16, 2014).
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regulatory asset for recovery of specific flood-damage costs from ratepayers incurred as a result of
catastrophic flooding that occurred in Middle Tennessee in May 2010.!% The wildfires in 2016
certainly qualify as an extraordinary event beyond the control of a public utility. Thus, it is
consistent with the Commission’s prior ratemaking decisions and policy to permit the Company to
recover the uninsured casualty losses sustained in this case which were undoubtedly extraordinary
and beyond the utility’s control.

Finally, allowing the Company recovery of costs related to restoring the water system from
the fire damage is consistent with the Commission’s previous order on this issue in Docket No. 17-
00108. In that docket, the Commission authorized the Company to establish a regulatory asset to
accrue and defer the returns on the capital projects necessary to repair the fire damage and restore
the system to operational status. Those capital projects have been identified in this proceeding as
the tank and well booster station rehabilitation projects. And by entering the rate order in Docket
No. 17-00108, the Commission determined that probable future recovery of the capital costs related
to these projects was proper and in accordance with the ratemaking and regulatory accounting
principles established by the Commission’s Uniform System of Accounts.

Based on the foregoing, the Majority of the Hearing Panel authorized a Regulatory Liability
for Uninsured Property by taking the proposed amount of $382,016 amortized over 66.67 years
(1.5% amortization rate) through the Attrition Year to arrive at the midpoint balance of $8,041 of
accumulated amortization and annual amortization expense of $5,730 ($382,016 * 1.5%). The
*™IT related to the underlyir~ property was determined by computing the tax effect on the
deprecation timing differences through the midpoint of the Attrition Year to arrive at an incremental
ADIT balance of $1,782. Based on these calculations, the Majority of the Hearing Panel voted to

authorize a Regulatory Liability for Uninsured Property of $372,193 ($382,016 - $8,041 - $1,782).

10 See In Re: Petition of Berry’s Chapel Utility, Inc. to Recover Costs to Repair Flood Damage and to Refund
Customer Service Fees, Docket No. 11-00180, Final Order, pp. 15-17, (August 21, 2012).
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H. REVENUE CONVERSION FACTOR

The Revenue Conversion Factor represents the multiple figure needed to convert the
operating revenue deficiency to the revenues necessary to the produce that income. Specifically,
taxes and other fees must be collected on top of the revenue in order for the necessary amount of
revenues to be collected by the Company to cover its revenue deficiency. As stated by the
Consumer Advocate, the Commission traditionally includes the forfeited discount in its revenue
conversion factor and the Company offers no explanation for its exclusion.!”! The Advocate further
states that the Commission has also traditionally treated the inspection fee as a prepaid tax instead
of including it as a component of the revenue conversion factor.

The Hearing Panel voted unanimously to adopt a forfeited discount factor of 0.014773, an
uncollectible ratio of 0.002452, a state excise tax rate of 6.5% and a federal income tax rate of 21%
which yields a recommended revenue conversion factor of 1.337392.

I RATE OF RETURN AND COST OF CAPITAL

The goal of regulatory rate setting is to ensure a fair rate of return on a company’s
investments while ensuring the safety and reliability of the service provided. The fair rate of return
standard descends from court decisions in the Hope and Bluefield cases.'”? A fair rate of return is
achieved when (1) the return is comparable to other businesses that bear similar risks; (2) the
allowed return is sufficient to ensure financial integrity; and (3) the company can attract, at
reasonable cost, credit to meet its capital requirements.

The Company proposes a capital structure that is a 50%/50% split of long-term debt and

equity. The Company notes that this capital structure is consistent with the recent history of TWS’s

101 William H. Novak, Pre-filed Direct Testimony, p. 42 (July 12, 2019).
192 Bluefield Water Works & Improvement Co. v. P.S.C. of West Virginia, 262 U.S. 679 (1923) and F.P.C. v. Hope
Natural Gas Co., 320 U.S. 591 (1944).
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parent, Utilities, Inc. (“UI”). TWS is a wholly-owned subsidiary of UIL.'® The Company proposes
a cost of equity of 10.50%. The Company and its parent company are not publicly traded. The
Company estimates the cost equity for use in the proceeding using an ensemble of the discounted
cash flow and capital asset pricing models applied to a comparison group of natural gas and water
utilities.'® The Company proposes a cost of debt of 5.04%. '% The resulting overall rate of return
based upon the Company’s capital structure, debt cost, and equity return is 7.77%.1%

The Consumer Advocate notes that, for this case, it “has no objection to the Cost of Capital
proposed by the Company that produces an overall return of 7.7%.”'” Based upon the positions
taken by the parties, there is no controversy concerning the overall cost of capital of 7.77%. At the
Hearing, Consumer Advocate witness Novak stated that “It's my understanding that the company
and the Consumer Advocate had agreed to the cost of capital prior to the company's filing” and “we
are not contesting the company’s cost of capital.”!%®

The Company proposes a capital structure that is a 50%/50% split of long-term debt and
equity. Similarly, in an order issued February 21, 2019, the North Carolina Utilities Commission
established a capital structure of 50.91% equity and 49.09% long-term debt for an affiliate of
TWS.'%  As such, the panel found the proposed capital structure of a 50%/50% split of long-term
debt and equity is reasonable for use in this proceeding. Similarly, the North Carolina Commission
set the cost of debt to be 5.68%. The panel also found the proposed debt cost in this proceeding of

5.04% is comparable and thus, reasonable.

103 Dante M. DeStefano, Pre-filed Direct Testimony, p. 10 (February 29, 2019).

104 Jared Deason, Pre-filed Direct Testimony, p. 23 (February 29, 2019).

105 Dante M. DeStefano, Pre-filed Direct Testimony, p. 10 (February 29, 2019).
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The Hearing Panel voted unanimously to adopt the 7.77% overall rate of return and the
10.5% equity return. The related Interest Expense is calculated by applying the adopted weighted
cost of debt to the adopted rate base amount. Using the adopted rate base of $1,411,642 and
weighted cost of debt of 2.52%, Interest Expense for the Attrition Year is $35,573, the Hearing
Panel voted unanimously to adopt Interest Expense for the Attrition Year of $35,573.
J. REVENUE DEFICIENCY

Based upon the foregoing, the Majority of the Hearing Panel found that the Company will
experience a Revenue Deficiency of $111,020 for the Attrition Year ending December 31, 2020, at
presently-authorized service rates. Thus, new rates should be designed and implemented which will
generate additional annual water service revenues of $111,020. This increase in revenues will
afford the Company a reasonable opportunity to earn its recommended fair rate of return of 7.77%
K. RATE DESIGN AND OTHER TARIFF CHANGES

Rate design covers the manner in which new rates reflecting the revenue deficiency are
recovered from customers. This section also includes changes to the tariff, or terms and conditions
of service.
K.1. Rate Design

The Company proposed to phase in rates over a three-year period in order to avoid rate
shock, but it should be noted that TWS requested $300,444 in additional revenues — an amount that
exceeds the Majority Panel’s revenue deficiency of $111,020. TWS is also proposed new rates for

private fire service. The Company’s proposed rate design was as follows:

Current Year 1 Year 2 Year 3
Monthly Flat Rate $25.70 $50.00 $74.00 $94.00
(Includes 2,000 gallons)
Per Gallon Charge $13.30 $16.50 $19.00 $20.65

(Over 2,000 Minimum)

I3



Private Fire Service
Multi-Use Line $0.00 $11.33 $24.00 $35.80
Fire Only Line $0.00 $22.67 $48.00 $71.60

Based upon the Company’s recommended rate design, which includes a lower monthly average
water usage level, the average monthly water bill would be approximately $125 prior to sales tax.
The Consumer Advocate calculates a revenue deficiency of $73,087, and the following rates

without a phase in:''°

Current Proposed
Monthly Flat Rate $25.70 $33.39
(Includes 1,000 gallons)
Per Gallon Charge $13.30 $17.28

(Over 1,000 Minimum)

While the Consumer Advocate does not oppose the implementation of private fire service, it does
not believe that TWS has identified a significant need for the tariff and has not presented
justification to support the proposed rates.!!! Based upon the Consumer Advocate’s recommended
rate design, the average monthly water bill would be approximately $87 prior to sales tax.

The goal of overall rate design is to establish a system of rates that will enable a utility to
generate sufficient revenues to cover expenses needed to operate the utility, plus an equity return for
investors. There are often, however, many factors that are taken into consideration when designing
rates, including those related to economics and social considerations. For example, a social
consideration may be to establish rates for residential customers that are affordable but not
necessarily reflective of the actual cost of service. Thus, in some cases, rates for certain services or

classes of services (i.e., industrial and large commercial) may be priced further above cost in order

119 william H. Novak, Pre-filed Direct Testimony, p. 45-46 (July 12, 2019).
1 William H. Novak, Pre-filed Supplemental Testimony, pp. 4-5 (July 31, 2019).
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to maintain residential services at affordable rates. In this case, however, TWS serves only
residential customers so the revenue deficiency must be recovered solely from residences.

As concluded herein the Majority of the Hearing Panel calculated an annual revenue
deficiency of $111,020 which is based upon forecasted attrition period revenues, expenses,
applicable taxes, and a rate base with a fair return. Many factors go into these calculations and
especially important to rate design is forecasted attrition period number of customers and average
customer water usage. Since revenue calculations are based upon 3,732 annual customer bills with
an average monthly usage number 4,080 gallons, it is appropriate to also use these amounts in order
develop a rate design that will recover the necessary annual revenue deficiency.

Here, there are primarily two rate components: (1) an existing flat monthly rate of $25.70
which includes a set amount of usage [currently it includes the initial 1,000 gallons of usage] and
(2) an existing $13.30 charge for each additional 1,000 gallons used above the minimum. Since
rates were established in the emergency petition in Docket No. 17-00108, however, the Company
has incorrectly applied its tariff by including 2,000 gallons in the minimum monthly flat rate and
charging usage rates in excess of 2,000 gallons used monthly.''? This is most unfortunate as it may
cause much confusion for ratepayers when rates are changed.

The Hearing Panel found that the Company’s proposed private fire service offerings are
reasonable and also recommends approval of the proposed rates which are expected to generate
additional revenues of $1,289 annually, leaving the remaining $109,731 revenue deficiency to be
collected from the monthly flat rate and water usage component. Based upon this remaining
revenue deficiency, the Hearing Panel voted unanimously to adopt a Monthly flat rate of $50.00 for

the first 1,000 gallons of water used. Any additional water used beyond the first 1,000 gallons is

112 william H. Novak, Pre-filed Direct Testimony, p. 12 (July 12,2019).
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subject to a volumetric charge of $14.95 per 1,000 gallons. A comparison between the prior rates

and the new rates is below.

Current Commiccinp
Monthly Flat Rate (Includes 1,000 gallons) $25.70 $50.00
Per Gallon Charge (Each additional 1,000 gallons) $13.30 $14.95

In this case, the Consumer Advocate used average water usage based upon the three years
preceding the wildfire to compute rates. The rationale is that current volumes may not be as reliable
due to a number of factors. Illustrative of this fact is that the Company’s most recent two years of
water usage indicates a water loss percentage of 30.43% for the twelve months ending September
30, 2017 and 71.52% for the ending September 30, 2018. The historical water loss percentage for
the three years prior to the wildfires averaged only 14%. Moreover, the Company’s recent volumes
could be impacted by water used in company testing and maintenance of facilities, construction
clean-up and possibly other factors such as the size of new homes, newer construction efficiencies
and water conservation efforts of consumers. Due to these uncertainties, the rate design adopted by
the Hearing Panel increases the Company’s fixed revenue recovery to approximately 52% of total
revenues, thereby minimizing the revenue impacts of potentially inaccurate water usage levels and
high water loss percentages. In this manner, the Company’s revenues are more likely to remain
stable, and thus more predictable, by recovering more fixed costs through fixed charges, as opposed
to relying on the recovery of fixed charges through revenue streams collected via volumetric usage
charges. Based upon the proposed customer levels and average water usage, the average water bill
will be approximately $96 monthly.

K.2. Operational Cost Pass Through Mechanism

In Docket No. 17-00108, the Commission implemented an Interim Emergency Operational

Cost Pass Through Mechanism (“OCPTM?”) as proposed by TWS and modified by the Consumer
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Advocate.!”®  This mechanism authorized TWS to pass through to customers nondiscretionary
increases or decreases in costs incurred for purchased water and purchased electricity such that if
the price of purchased water or electricity increased or decreased, the Company could adjust
customer rates accordingly. In fact, the tariff required TWS to make semi-annual filings with the
Commission to adjust customer rates for changes in these expenses; however the Company never
made the requisite filings to utilize the mechanism.

In the instant docket, TWS wants to make the mechanism permanent because it argues the
overall rate proposal does not include a method to recover increases in production costs.
Additionally, the Company contends the OCPTM will provide benefits beyond the attrition year
where variable costs will inevitably rise.!'* The Consumer Advocate reasons that the mechanism be
terminated because it is recommending that the Company be allowed to continue deferring
operating losses through December 31, 2019.!"> The Consumer Advocate argues this deferment
makes the continuation of the mechanism no longer necessary.

The panel found that the uncertainty in water usage levels as discussed above makes it
difficult to calculate an accurate amount of purchased water. Additionally, this uncertainty makes it
difficult to establish a baseline for the amount of electricity needed to pump the water. Moreover,
the panel further found that the Company’s overall operations during the near future could be quite
volatile (not just purchased water and electricity) due the number of customers added, changes in
water usage, and efficiencies experienced with a more efficient water system. Thus, it is quite
likely that a review of rates will be necessary in the next two years once these variables are better

known. Accordingly, the Hearing Panel voted unanimously to terminate this mechanism until such

13 In re: Petition of Tennessee Water Service, Inc. for Approval of an Interim Emergency Wildfire Restoration
Surcharge, Interim Emergency Water Service Availability Surcharge, Interim Emergency Make-Whole Surcharge, and
an Interim Emergency Operation Cost Pass-Through Mechanism, Docket No. 17-00108, Final Order, p. 11 (February
21, 2018).

114 Dante M. DeStefano, Pre-filed Direct Testimony, pp. 6-7 (August 16,2019).

15 William H. Novak, Pre-filed Rebuttal Testimony, pp. 43-44 (July 12,2019).
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time that the Company’s operations are more stable so a sound baseline can be established on which
to compare future changes.
K.3. Qualified Infrastructure Improvement Program
The Company proposed a Qualified Infrastructure Improvement Program (“QIIP”)
mechanism to be implemented in order for the Company to recover its qualifying incremental non-
revenue producing plant infrastructure investment relating to:
Distribution Infrastructure — a Replacement distribution and transmission mains and
valves installed as replacements for existing facilities, reinforcement of existing
facilities or otherwise ensuring reliability of existing facilities; Hydrants, Services,
Meters and Meter Installations — installed as in-kind replacements, reinforcements or
ensuring reliability of existing facilities; Unreimbursed funds related to capital
projects to relocate facilities required by government highway projects; Capitalized
tank repairs and maintenance that serve to replace, reinforce, otherwise ensure
reliability of existing facilities.
Production and Pumping Infrastructure — Replacement of water treatment facilities
and equipment installed as replacements for existing facilities, reinforcements of
existing facilities or otherwise ensuring reliability of existing facilities; Raw Water
and Finished Water pumping equipment and structures installed as replacements,
reinforcements or otherwise reliability of existing facilities.!!'®
In essence the Company would provide a forecast of QIIP investment and begin collecting
appropriate carrying charges via a customer surcharge. At year end, TWS would true-up the budget
to actual investment along with a true-up over/under collections from consumers. The Consumer
Advocate offered no opinion on this mechanism.
The Hearing Panel found the QIIP was not in the public interest at this time and voted
unanimously that the request be denied. The main emphasis has been and should continue to be for
TWS to build facilities necessary to service customers. Within the QIIP, the Company plans to

establish more reliable facilities and improve them. While added reliability is important, the

emphasis has to be to provide basic service that is reasonably affordable. In light of the major rate

116 Dante M. DeStafano, Pre-filed Direct Testimony, Exhibit 7, Original Sheet No. 19 (February 28, 2019).
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increases that customers are about to realize, adding infrastructure that is not absolutely necessary to
actually serve customers at this time could very well make rates unaffordable and unreasonable.

However, the Hearing Panel noted that if a project becomes necessary to furnish service, and
absent repairing or replacing the infrastructure would result in inadequate or loss of service, the
Company may petition for emergency relief in the form of additional deferred accounting and
present its case. Moreover, if a local government entity requires the utility to replace, move or
otherwise cause the Company to spend money on capital projects, the Company has the option to
file an emergency petition for necessary relief. Finally, the Company’s earnings volatility in the
near future will make it quite likely that an overall review of rates will be necessary in the next two
years.

K.4. Other Miscellaneous Tariff Changes

In addition to the aforementioned tariff provisions relating to the private fire service,
OCPTM, and the QIIP, TWS provides several other miscellaneous tariff changes in its tariff.

In addition to requiring a third party to pay the new 21% tax rate on all Contribution-in-aid
of Construction (“CIAC”), TWS proposes to also collect the 6.5% Tennessee state excise tax rate on
CIAC. The Consumer Advocate, however, correctly points out the Tennessee state excise tax does
not apply to CIAC.!'7 Moreover, the Commission decided this very topic in its order issued on
October 1, 2018, in Docket 18-00001, Order Approving Staff Report and Recommendation. ''8
Within that order, the Commission ordered all small water and wastewater utilities to file a tariff

with a CIAC gross up factor of 26.58%, which excludes excise tax. TWS, however, failed to

17 William H. Novak, Pre-field Supplemental Testimony, p. 2 (July 31, 2019).
"8 In Re: Tennessee Public Utility Commission Investigation of Impacts of Federal Tax Reform on the Public Utility
Revenue Requirements, Docket No. 18-00001, Order Approving Staff Report and Recommendations, pp. 3-4.
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submit the required tariff. The Consumer Advocate had no objection to the remaining
miscellaneous changes to TWS’s tariff.!"’

The Hearing Panel directed TWS to file a tariff for CIAC reflecting a 26.58% gross up
factor and to file the specific tariff language attached to the October 1, 2018 order issued in Docket

No. 18-00001 and voted unanimously to approve the remaining miscellaneous tariff changes.

IT IS THEREFORE ORDERED THAT:

1. The rates filed by Tennessee Water Service, Inc. on February 28, 2019 are denied;

2. For purposes of the rates herein, the attrition period Revenues for the twelve months
ending December 31, 2020, are $248,782 in Water Sales and $4,919 in other Revenues, and a
forfeited discount rate of 1.4773%;

3. For purposes of the rates herein, the Operations and Maintenance Expenses for the
attrition period are $141,466.

4. For purposes of the rates herein, Depreciation Expense for the attrition period is
$42,735; (2) Amortization of Contributions in Aid of Construction of $15,213; and (3) Amortization
of Investment Tax Credit of $48.

5. The (1) Amortization of Regulatory Liability for Excess Deferred Taxes of $2,769,
with a 49-year amortization period for Protected Excess Deferred Taxes and a three-year
amortization period for Unprotected Excess Deferred Taxes; and (2) Amortization of Regulatory
Liability for Uninsured Property of $5,730, with a 66.67-year amortization period consistent with

the associated uninsured plant.
6. The (1) a ten-year amortization period for Deferred Operating Loss with an annual

amortization of $20,894; (2) a ten-year amortization period for Deferred Return on Incremental
Plant Investment with an annual amortization of $5,757; and (3) a five-year amortization period for

Deferred Rate Case Expense with an annual amortization of $20,638. The Company is authorized

1% William H. Novak, Pre-filed Supplemental Testimony, pp. 4-5 (July 31, 2019).
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to continue deferring its reasonable operating losses as agreed to by the parties through December
31, 2019, for potential future recovery.

7. For purposes of the rates herein, the Net State Excise Tax is calculated using the
statutory rate of 6.5% and Federal Income Taxes are calculated using the 21% statutory rate for the
for the attrition period. Other Taxes for the attrition period are approved as follows: Payroll Tax of
$1,940, Franchise Tax of $1,122, Gross Receipts Tax of $144, Property Tax of $18,188; and
Inspection Fees of $1,054.

8. For purposes of the rates herein, Rate Base is $1,411,642 for the attrition period;

9. For purposes of the rates herein, the Net Operating Income is $26,672 for the
attrition period based on current rates prior to application of taxes for additional attrition period
revenues;

10.  For purposes of the rates herein, the overall Revenue Conversion Factor of 1.337392
based upon a forfeited discount factor of 0.014773, an uncollectible ratio of 0.002452, a state excise
tax rate of 6.5% and a federal income tax rate of 21%.

11.  For purposes of the rates herein, the capital structure is composed of 50.00% debt
and 50.00% equity; debt cost of 5.04% and an equity return of 10.50% with an overall rate of
return of 7.77%:;

12. For purposes of the rates herein, using the adopted Rate Base of $1,411,642 and
weighted cost of debt of 2.52%, Interest Expense is calculated in the amount of $36,573 for the

attrition period.

13.  For purposes of the rates herein, the Revenue Deficiency of $111,020 is established
for the attrition period.
14. The Monthly Flat Rate for the first 1,000 gallons of water usage shall be increased

from $25.70 to $50.00 per month.
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15. The volumetric charge for each 1,000 gallons above the first 1,000 gallon water
usage shall be increased from $13.30 to $14.95 per 1,000 gallons.
16.  The proposed Private Fire Service rates of $35.80 for multi-use lines and $71.60 for

Fire-Only lines are approved.

17. The existing Interim Emergency Operational Cost Pass Through Mechanism is
terminated.
18.  The proposed Qualified Infrastructure Improvement Program surcharge is denied as

it is not in the public interest at this time.

19.  Tennessee Water Service Inc. is to file a tariff regarding Contributions in Aid of
Construction to reflect a 26.58% gross up factor, and to file the specific tariff language attached to
the October 1, 2018 order issued in Commission Docket No. 18-00001.

20.  The rates approved herein shall become effective January 1, 2020.

21.  Any person who is aggrieved by the Commission’s decision in this matter may file a
Petition for Reconsideration with the Commission within fifteen days from the date of this Order;
and

22.  Any person who is aggrieved by the Commission’s decision in this matter has the
right to judicial review by filing a Petition for Review in the Tennessee Court of Appeals, Middle

Section, within sixty days from the date of this Order.

Chair Robin L. Morrison and Commissioner David F. Jones concur. Commissioner Herbert H.
Hilliard dissents in part where noted herein.

ATTEST:

Earl R. Taylor, Executive Director
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Line
No.

TENNESSEE WATER SERVICE, INC

For the 12 Months Ending December 31, 2020

Rate Base

Operating Income At Current Rates

Earned Rate Of Return

Fair Rate Of Return

Required Operating Income

Operating Income Deficiency

Gross Revenue Conversion Factor

Revenue Deficiency

Results of Operations

TPUC Docket 19-00028
Schedule 1

Amount
$1,411,642

26,672
1.89%
777%

109,685

83,012

1.337392

$111,020
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Schedule 2
TENNESSEE WATER SERVICE, INC
Average Rate Base
For the 12 Months Ending December 31, 2020
Line Test Attrition
No. Period Adjustments Period
Additions:
1 Utility Pfant in Service $1,845,378 $779,449 $2,624,827
2 Working Capital 18,455 (5,629) 12,827
3 Deferred Operating Losses 208,941 (10,447) 198,494
4 Deferred Return on Incremental Plant Investment 20,475 34,220 54,695
5 Deferred Rate Case Costs 48,757 44112 92,869
6 Total Additions $2,142,006 $841,706 $2,983,712
Deductions:

7 Accumulated Depreciation $459,597 ($22,671) $436,926
8 Contributions in Aid of Construction 659,969 (26,622) 633,347
9 Accumulated Deferred Income Taxes 54,013 3,674 57,687
10 Regulatory Liability - Excess Deferred Taxes 99,031 (27,114) 71917
11 Regulatory Liability - Uninsured Property 0 372,193 372,193
12 Total Deductions $1,272,610 $299,460 $1,572,070

13 Rate Base $869,396 $542,245 $1,411,642
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Schedule 3
TENNESSEE WATER SERVICE, INC
Working Capital Allowance
For the 12 Months Ending December 31, 2020
Line Test Attrition
No. Period Adjustments Period
1 Maintenance Expenses $93,143 ($52,874) $40,269
2 General Expenses 15,645 3,471 19,116
3 Other Operating & Maintenance Expenses 89,767 (7,685) 82,082
4 General Taxes 17,362 5,086 22,448
5 Total Operating Expenses $215,917 ($52,003) $163,914
6 Less Purchased Water Expense ~ °°°7m (6,974) _ 1,20
7 Net Operating Expenses $147,642 ($45,029) $102,613

8 Working Capital (1/8th of Net Operating Expenses) $18,455 ($5.629) $12,827
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TENNESSEE WATER SERVICE, INC

Income Statement at Current Rates

For the 12 Months Ending December 31, 2020

Operating Revenues:
Water Sales Revenues
Other Revenues
Total Operating Revenues

Operating & Maintenance Expenses:
Maintenance Expenses
General Expenses
Other Operating & Maintenance Expenses
Total Operating & Maintenance Expenses

Other Expenses:
Depreciation Expense
Amortization of Contributions in Aid of Construction
Amortization of Regulatory Liability - Excess Deferred Taxes
Amortization of Investment Tax Credits
Amortization of Deferred Operating Losses
Amortization of Deferred Return on Incremental Plant
Amortization of Deferred Rate Case Costs
Amortization of Regulatory Liability - Uninsured Property
General Taxes
State Excise Taxes
Federal Income Taxes

Total Other Expenses

Total Operating Expenses

Utility Operating Income

Test
Period Adjustments
$86,299 $162,483
95,318 (90,399)
$181,617 $72,084
$93,143 ($52,874)
15,645 3,471
89,767 (7,685)
$198,555 ($57,089)
$27,999 $14,736
(15,119) (94)
0 (2,769)
(48) 0
0 20,894
0 5,757
0 20,638
0 (5,730)
17,362 5,086
0 (783)
0 (2,366)
$30,194 $55,368
enao 14_:-9— (51’7201
($47,132) $73,804

TPUC Docket 19-00028

Schedule 4

Attrition
Period

$248,782
4,919

$253,701

$40,269
19,116
82,082

$141,466

$42,735
(15.213)
(2,769)
(48)
20,894
5,757
20,638
(5,730)
22,448
(783)
(2,366)

$85,562
$227,029

$26,672
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11
12
13
14

15
16
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20

TENNESSEE WATER SERVICE, INC
Operations and Maintenance Expense Summary
For the 12 Months Ending December 31, 2020

Maintenance Expenses:

Purchased Power
Maintenance & Repair
Maintenance Testing
Chemicals
Transportation
Outside Services
Total Maintenance Expenses

General Expenses:

Office Supplies & Other Office Expenses
Pension & Other Benefits
Rent
Insurance
Office Utilities
Miscellaneous
Total General Expenses

Other Expenses:

Purchased Water
Bad Debt
Regulatory
Salary & Wages
Total Other Expenses

Total Operations and Maintenance Expense

TPUC Docket 19-00028

Schedule 5

Amount
$8,667
23,622

1,908
241
2
5,829

$40,269

$2,9356
6,880
2,037
3,379
2,370
1,515
$19,116

$61,301
610

0
20,170

———)

$82,082

$141,4°°



Line
No.

TENNESSEE WATER SERVICE, INC
Taxes Other than Income Income Taxes
For the 12 Months Ending December 31, 2020

Payroli Tax Expense

Franchise Tax Expense

Gross Receipts Tax Expense
Property Tax Expense

Utility Commission Fee Expense

Total

TPUC Docket 19-00028
Schedule 6

Amount
$1,940

1,122
144
18,188
1,054

$22,448
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4, Lake Wildwood Storage Tank and Booster
a. uUsSl

The Company’s proposed Lake Wildwood Project will provide improved storage
capacity to avoid service interruptions during peak periods and unplanned outages. The
IEPA indicated that the current finished water storage capacity of the system is insufficient
and that a total capacity of 80,000 gallons is needed. The project involves construction
of a new ground storage tank (“GST”) and booster station that will be constructed on the
same property as the existing water treatment facility. The construction plans for the Lake
Wildwood GST and booster station were completed in November 2017. The IEPA permit
approval was received on December 5, 2017. The Marshall County building permit was
received on January 22, 2018. USI Ex. 10.0 at 24.

USI submitted its plans, with all forms and supporting documents, to LWA on
January 22, 2018 for review. As of April 25, 2018, the Company was communicating with
LWA regarding compliance with land use covenants applicable to the development. The
Company states that its plans comply with the covenants and the current construction
plan is essentially the same as previously presented to and deemed acceptable by LWA
in 2015. USI states that construction can begin immediately and the project has been
approved by management and included in the current budget. The materials for the tank
have been constructed and are currently stored at the tank contractor’'s facility. The
Company expects that the project will be completed two to three months after installation
begins. USI Ex. 10 at 24.

USI notes that LWA opposes completion of the project arguing that it is subject to
approval by LWA, and that the plans in their current form do not meet the covenant
requirements so that installation cannot begin. For that reason, LWA argues that the
project may not be completed by September 2018. The AG refers to LWA'’s testimony
and also concludes that completion of the project by September 2018 is unlikely, but
opines that construction will be completed in October 2018. AG-HOA Ex. 2.0 at 8.

The Company does not agree with the adjustment proposed by the AG or LWA'’s
position that the project is subject to LWA'’s approval. USI states that it presented the
plans to LWA merely as a courtesy and in the spirit of a responsible business operating
in the community. The Company originally presented the project construction plans,
including a larger storage tank in the same location, to LWA in September 2015. At that
time, LWA approved the plans for construction, as shown in LWA’s October 2015
newsletter. The Company has no reason to believe any disagreements will not be
expeditiously resolved. The Company avers that construction can begin once LWA
restores lawful access to the Company’s property. USI Ex. 4.0; USI Ex. 10.0. The
Company asserts that the testimony demonstrates a reasonable expectation that the
project will be completed by September 2018. USI IB at 12.

USI suggests that LWA changed its position with the idea it would delay the project
and persuade the Commission that the costs should not be included in the Company
revenue requirement approved in this case. However, the alternative suggested by LWA
would significantly delay and substantially increase the cost of the project. Without
approval of the revenues necessary to complete the project as planned, LWA will have
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effectively caused its members to forgo the benefits of the proposed improvement,
including improved availability of water service during peak periods.

It is unreasonable to assume LWA would continue to want to forgo the benefits of
the increased storage capacity the project would provide. That position would force the
Company to initiate legal action to resolve LWA's decision to back out of its prior support
for the configuration of the project, in favor of the considerable extra cost and protracted
schedule that the alternative would entail. The Company continues to believe the issue
can be resolved amicably and in time for the project to be completed by the end of
September 2018. Even the AG believes it should be completed by October 2018.

However, should the Commission conclude the projectis not likely to be completed
by September 30, 2018, there is no evidence to support a conclusion that it will not be
completed prior to the end of the test year, which ends in September 2019. If the
Commission so decides, USI recommends that the project be accorded the same
accounting treatment as the Killarney Project. That accounting treatment would include
half of the project cost in rate base. USI Cross Ex. 1. The Staff accounting witness
indicated that the Company’s adjustment set forth in its response to the Staff data request
RWB 6.01 (Staff Cross Ex. 2) would accurately reflect the Company’s alternative scenario
in the revenue requirement. USI Cross Ex. 2. Hence, if the Commission is not persuaded
by the Company’s assessment of the likely completion date, the alternative scenario
accounting treatment should be approved, given the degree of certainty that it will be
completed during the test year. USI IB at 13.

b. HOA

HOA argues that the full cost of this project should be excluded from the test year
rate base because it is unlikely that the construction can be completed by October 1, 2018
due to an ongoing legal dispute with LWA, which as of the date of filing Initial Briefs, had
not yet been resolved. Because USI admits that construction would last for at least two
to three months, the possibility of the project being completed by the October 1, 2018 test
year start, is unlikely. USI Ex. 10.0 at 24. On July 19, 2018, LWA and USI reached a
tentative agreement whereby LWA issued a conditional construction permit for the facility
contingent upon USI supplementing its permit application by August 2, 2018 to meet
LWA's requirements. If the revised plans are not submitted by that date, the permit would
be revoked and no further construction allowed. If USI complies with the August 2, 2018
requirements and construction proceeds, then HOA will not object to the full recovery of
the costs and will so inform the Commission. The AG-HOA adjustment assumes that the
legal dispute is successfully resolved and that the new storage tank and booster station
will be in service sometime in the test year, by including eleven months of depreciation
expense on the project in the test year operating expenses. If the work is not completed
within the first month of the test year, then HOA asserts that a further adjustment would
be necessary.

HOA maintains that it is USI's own intransigence and failure to comply with the
rules and regulations of the community where it seeks to build the facility that has delayed
the project. The undisputed fact relating to this project is that there is a legal dispute
preventing the construction from being completed by the beginning of the test year.
According to HOA, the merits of the dispute are not for the Commission to determine, but

18



17-1106

instead the Commission must base its decision solely on the fact that the project will not
be used or useful to be included in the beginning of the test year rate base. The Company
is disingenuous when it, on the one hand, states that it “plans to comply with the
covenants” for Lake Wildwood but then argues that the plans for the project were
“presented ... to the Association as a courtesy.” USI IB at 11-12. HOA suggests that the
Company threatens to forego its obligations to provide adequate and safe water service
to Lake Wildwood unless LWA ignores the building covenants for the project and
capitulates to an illegal structure.

HOA recommends that the Commission adopt the AG-HOA adjustment, which
reduces test year pro forma water plant additions by $230,159, the depreciation reserve
by $961, and depreciation expense by $640.

C. AG

The AG observes that LWA and the Company currently have unresolved issues
concerning the proposed Lake Wildwood Storage Tank and Booster Project. The AG
further observes that the Company does not have lawful access to the site and is in
discussions with LWA to resolve issues involving the installation of utility plant at the site.
USI Redirect Ex. 1. Because the Company’s projected in-service date of September 2018
is very unlikely due to the ongoing nature of discussions between the Company and LWA,
the AG reasons that the Commission should adopt the AG-HOA adjustment to reflect a
more reasonable forecasted in-service date.

The AG also observes that the testimony of USI witness Carbonaro stated that the
project will be completed within two to three months after construction begins. USI Ex.
No. 10.0 at 24. The AG argues that the Company and LWA likely do not have sufficient
time to resolve their issues in order for the project to be in service in September (which
the Company’s proposal presupposes for purposes of calculating rate base). The AG
concludes that the cost of the project should accordingly be excluded from the beginning
of the test year rate base to reflect the likely reality that the project will not be in service
on the date the requested rate base assumes it would be. The AG also argues that
adjusting the depreciation expense associated with the project from a full 12 months to
eleven months would reflect the fact that the project was not put into use during the first
month of the test year and properly match the reality of USI’s plant additions to rate base
in its customers’ rates.

The AG argues that the Commission should adopt the AG-HOA adjustment that
assumes the discussions between USI and the LWA are productive and that construction
is completed in October 2018. The adjustment reduces test year pro forma water plant
additions by $230,159, the depreciation reserve by $961, and depreciation expense by
$640. AG-HOA Ex. 2.0 at 8.

d. Staff

Staff supports the position that the Lake Wildwood Storage Tank and Booster
Project will not be completed and used and useful in the provision of utility services prior
to the beginning of the test year. However, the record evidence demonstrates that both
AG-HOA and USI acknowledge the project will be completed at some point during the
test year. As such, Staff supports the AG-HOA adjustment on this issue.
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Staff notes that the AG-HOA adjustment did not incorporate a derivative
adjustment to ADIT, which is also necessary to correctly reflect the AG-HOA position in
the final revenue requirement.

e. Commission Analysis and Conclusion

It is clear that this improvement is necessary to provide adequate water service to
residents in the Lake Wildwood area and it has already been approved by the IEPA. The
Company has provided ample evidence that it is ready to proceed immediately with
installation of the storage tank and booster, which can be completed in as little as two
months. The record shows that: 1) the construction plans for the Lake Wildwood storage
tank and booster station were completed in November 2017; 2) the IEPA permit approval
was received on December 5, 2017; 3) the Marshall County building permit was received
on January 22, 2018; 4) the project has been approved by USI management and is
included in the current USI budget; and 5) the materials for the tank have been
constructed and are currently stored at the tank contractor’s facility. USI Ex. 10.0 at 24.

In a Motion to Reopen Record, filed on August 13, 2018, to which no party
objected, the Company represents that the storage tank and booster station project for
its Lake Wildwood service area will be operational before the test year begins October 1,
2018. Further, in an affidavit attached to the Motion to Reopen Record, USI witness
Carbonaro states that construction of the project has commenced and the contractors for
the project have advised USI that the project will be operational in September 2018. For
these reasons, the AG-HOA adjustment is not adopted.

VI. OPERATING REVENUE AND EXPENSES
A. Uncontested Issues
1. Gross Revenue Conversion Factor (“* GRCF”)

Staff witness Ebrey proposed two changes to the Company’s originally filed GRCF
to: (1) reflect the federal corporate income tax rate of 21% that will be in effect in the
2019 test year; and (2) base the uncollectibles expense percentage on average historic
net write-offs. Staff Ex 1.0 at 5. The Company agreed with Staff’'s use of the federal
corporate income tax rate of 21% in its rebuttal testimony (USI Sched. 9.07S and 9.07W)
but disagreed on the amount for uncollectibles used in the GRCF calculation. The parties
agreed on the methodology for the GRCF and that the Commission’s decision in the final
order concerning the uncollectibles percentage would be used in the final approved
GRCF. The Commission adopts the agreement of the parties.

2. Interest Synchronization

Staff witness Ebrey’s proposed Interest Synchronization adjustment reflected
Staff’'s weighted cost of debt. While the parties did not agree on the value for the overall
rate base to be used in the calculation, the methodology for calculating the Interest
Synchronization was the same for both parties. The parties agreed that the rate base
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approved by the Commission’s final order would be reflected in the final approved Interest
Synchronization adjustment. The Commission finds this approach to be reasonable.

3. Interest Synchronization Correction

In rebuttal testimony, Staff witness Ebrey proposed a correction to the Interest
Synchronization proposed by the Company in its direct testimony to correctly reflect the
calculation using the new federal corporate income tax rate. The Company accepted
Staff's adjustment in its surrebuttal testimony. USI Sched. 15.02W and 15.02S. This
correction is approved by the Commission.

4, Income Tax Rate

Staff proposed an adjustment to reflect the impact on the test year expenses at
present rates for the decrease in the Federal Income Tax Rate effective January 1, 2018,
in accordance with Public Act 98-496, Income Tax Rate — Section 201. Staff Ex. 1.0 at
9. USI agreed with Staff's adjustment. USI Ex. 7.0 at 8. No other party addressed this
issue in testimony. The Commission finds this adjustment to be proper.

5. HomeServe

Staff witness Ebrey proposed an adjustment in direct testimony to remove the
Company’s adjustment for revenues associated with its agreement with HomeServe
because the agreement was terminated effective March 16, 2018. Staff Ex. 1.0 at 8. The
Company accepted this adjustment in its rebuttal revenue requirement. USI Sched. 9.02S
and 9.02W. This adjustment is reasonable and is adopted by the Commission.

6. Incentive Compensation

Staff witness Ebrey proposed an adjustment to reduce the Company’s operating
expenses for incentive compensation cost amounts that are based on financial metrics
and do not provide ratepayer benefit. The adjustments to incentive compensation costs
include the derivative adjustments to payroll taxes. Staff Ex. 1.0 at 11. The Company
accepted this adjustment, including the derivative amounts for payroll taxes. USI Sched.
9.02S and 9.02W. This adjustment is consistent with Commission decisions regarding
incentive compensation and it is approved by the Commission.

7. Meter Reading

Staff witness Ebrey proposed an adjustment to reduce meter reading expense to
reflect the reduction identified by the Company in discovery. Staff Ex. 1.0 at 17. The
Company accepted this adjustment. USI Sched. 9.02W. This adjustment is adopted by
the Commission.

8. Chemical Expense

Staff witness Ebrey proposed an adjustment to reduce chemical expense to reflect
the reduction identified by the Company in discovery. Staff Ex. 1.0 at 18. The Company
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accepted this adjustment. USI Sched. 9.02W. This adjustment is adopted by the
Commission.

9. Main Break Repairs

Staff witness Ebrey proposed an adjustment to reduce Main Break Repairs to
reflect the reductions in costs identified by the Company for Clarendon Hills and for
Whispering Hills. Staff Ex. 1.0 at 18. The Company accepted this adjustment. USI
Sched. 9.02W. This adjustment is reasonable and adopted by the Commission.

10. Holiday Events

Staff proposed in direct testimony the removal of USI’s holiday parties, events, and
picnics expense because these costs are not necessary for the provision of utility service
and should not be recovered from ratepayers. Staff Ex. 1.0 at 18. USI did not oppose
this adjustment. USI Sched. 9.01 S and 9.02 W. The Commission finds Staff's
adjustment to be reasonable.

11. Rate Case Expense (Section 9-229 Finding)

Based on its review of the Company’s testimony and responses to data requests,
which are addressed in the following section, Staff proposed that the Order in this
proceeding include a Commission conclusion as follows:

The Commission has considered the estimated costs to be
expended by USI to compensate attorneys and technical
experts to prepare and litigate rate case proceedings and
assesses that the amount included as rate case expense for
this proceeding of $396,435 is just and reasonable pursuant
to Section 9-229 of the Act. Staff Ex. 7.0 at 17.

No party took issue with this language and it is adopted.
12. Rate Case Expense

After reviewing the rounds of testimony and responses to discovery, Staff withdrew
its adjustment to reduce rate case expense and recommends approval of the estimated
rate case expense (USI Cross Ex. 3) proposed by the Company of $396,435. Combined
with the unamortized rate case expense from Docket No. 14-0741 of $267,765 and
amortized over 3 years, the amortization expense recommended for recovery in this
proceeding is $221,400. USI Ex. 1.1. Accordingly, the Commission finds that no
adjustment is necessary.
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B. Contested Issues
1. Uncollectibles Expense
a. usli

USI avers that Staff's proposed adjustment to uncollectible expense should not be
accepted because it directly contradicts the findings that the Commission made in the
Company’s previous rate case. In that case, Docket No. 14-0741, the Commission
determined the Company’s uncollectible expense was correctly based on its records of
three distinct accounts. The accounts included in the analysis were: (1) Agency Expense;
(2) Uncollectible Accounts Expense, and (3) Uncollectible Accounts Accrual Expense.
The Commission unequivocally concluded “that all three accounts . . . must be included
when determining the Company’s uncollectible expense.” See Docket No. 14-0741,
Order at 20.

In this case, USI maintains that Staff provided no analysis of how the entries are
made to these three different accounts. Further, Staff made no attempt to explain what
had changed in the Company’s accounting procedures that would lead to a different result
in this case, other than to express a suspicion that double counting might have occurred.
Staff's conjecture that there had been double counting was based solely on the
appearance that the four-year cumulative average of Write-Offs and Accruals were close
in amount ($27,410 as compared to $25,498). According to USI, however, in each year,
the amounts were significantly different. USI Ex. 9.0 at 5, Table 1. Moreover, double
counting cannot have occurred because the Accruals (amounts anticipated and reserved
for write offs prior to stopping service) are “net” (meaning minus) of amounts written off
after service is stopped (bad debt expense). Docket No. 14-0741, Order at 18. As
explained by the Company accounting witness, “[o]nce a customer’s service is stopped
their account balance will be written off [becoming bad debt expense] and the accrual will
subsequently reverse.” USI Ex. 9.0 at 6. In other words, bad debt expense is subtracted
from the accrual account so it will not be double counted.

In support of its position Staff claims its position is “consistent” with other final
orders in recent cases. In response, USI asserts that the determination of uncollectible
expenses was not contested in any of those cases, so the orders contain no discussion
whatsoever that would provide a basis for a conclusion that those orders support Staff's
position. Second, the cited cases also involve statutorily authorized uncollectible riders,
and neither the orders nor Staff’s testimony in this case show any similarity between how
uncollectibles are handled pursuant to a rider and how they ought to be treated as a fixed
amount in a test year.

b. Staff

Staff and the Company used different revenue amounts for their respective
calculations of uncollectibles expense. Staff's calculation for the uncollectibles rate uses
the Company’s reported operating revenues taken directly from the Company’s Form 22
ILCC filed annually with the Commission. Staff Ex. 7.0, Sched. 7.11 W and S. This
Operating Revenue includes Miscellaneous Revenues which are included in both the
Company’s and Staff’'s revenue requirements on Line 2 of Schedule 7.01W and S. In
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surrebuttal testimony, the Company claims that the revenue amounts presented in its
uncollectible surrebuttal adjustment reflect the same service revenue amounts the
Company filed in the annual reports. However, the Company offers no explanation for its
exclusion of the miscellaneous revenues that are also part of its own proposed revenue
requirements. USI Ex. 15.0 at 6. Neither did the Company provide a reconciliation of the
amounts it proposed to use for Water Service Revenues with the amounts reported for
Water Revenues in its annual reports for 2014 through 2017. Staff avers that its
calculation of the uncollectibles expense correctly includes the miscellaneous revenues
that are included in the revenue requirement and the Commission should adopt it.

Also, Staff’s calculation for the uncollectibles rate bases the Bad Debt Expense on
the actual net write offs of uncollectible accounts over the four years that were used for
the average calculation. The Company added the annual accrual for uncollectible
accounts to the actual net-write offs used by Staff to arrive at its amount for Bad Debt
Expense. Staff opined that the annual accrual for uncollectibles is an estimate of
accounts that may be written off in the future and, thus, do not reflect actual costs incurred
in the current period. As Staff stated in its direct testimony, “[a]ctual net write-offs over a
period of time more accurately reflect the actual cost to the Company for uncollectible
accounts than an estimate of uncollectible accounts for a single point in time as reflected
in the Company’s filing.” Staff Ex. 1.0 at 11. Further, in rebuttal testimony, Ms. Ebrey
pointed out that the Company’s methodology appears to be double-counting uncollectible
costs: “As can be seen from the data provided in Table 1 on page 5 of USI Exhibit No.
9.0, the average uncollectibles accounts and the average uncollectible accrual are almost
the same amount, thus including the uncollectible accruals, on average, almost doubles
the “actual” cost of uncollectibles.” Staff Ex. 7.0 at 10-11.

Staff opines that Ms. Ebrey’s position is based on proper ratemaking which uses
a representative level of costs to be recovered in base rates. In addition, Ms. Ebrey’s
position of using an average of net write-offs is consistent with the Commission’s
decisions on this issue in recent cases before the Commission. See Northern lllinois Gas
Co., Docket No. 17-0124, Order at 37 (Jan. 31, 2018); Ameren lllinois Co., Docket No.
15-0142, Order at 12 (Dec. 9, 2015). According to Staff, Ms. Ebrey’s position is also
consistent with the basis for uncollectibles measurement in uncollectible riders pursuant
to Sections 16-111.8 and 19-145. See Docket No 15-0142, Order at 110; Commonwealth
Edison Co., Docket No. 10-0467, Order at 301 (May 24, 2011); Docket No. 17-0124,
Order at 133; North Shore Gas Co. and The Peoples Gas Light and Coke Co., Docket
Nos. 14-0224/14-0225 (Consol.), Order at 51 (Jan. 21, 2015).

The Company argues that double-counting of uncollectible accounts cannot have
occurred. However, a closer look at the details of accruals and write offs indicates
otherwise. Both Staff and the Company agree that the annual accrual for uncollectibles
is an estimate of accounts that may be written off in the future. Staff Ex. 7.0 at 10. Staff
states that the write-offs the Company and Staff use in the calculations are the same for
the net write-offs. Staff IB at 30. The Uncollectible Accrual is an additional amount used
in the Company’s calculation and is not a “net” number as the Company insinuates in its
Initial Brief. See USI IB at 14.
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C. Commission Analysis and Conclusion

This issue was addressed in Docket No. 14-0741. There is no evidence in the
record to lead the Commission to conclude that the Company has changed its accounting
methodology. Staff's position relies on inferences derived from its experiences in other
proceedings and has provided no evidence that USI has double counted uncollectible
accounts. In addition, the Commission finds no support for Staff’s position in proceedings
regarding uncollectibles riders. The Commission finds that the Company’s position
provides a better estimate of what its uncollectibles expense will be and it is adopted.
The Company, however, did not explain why miscellaneous revenues, that are also a part
of its revenue requirement, should be excluded from calculation of the uncollectibles
expense rate. Therefore, the Commission adopts Staff's methodology for revenues, and
the Company’s methodology for expenses, resulting in an approved uncollectibles rate of
0.84% for water. There was no disagreement on the 0.04% uncollectibles rate for sewer.

2. Rent Expense
a. U

USI's proposed revenue requirement includes new office space rent expense for
the lllinois Operations and Finance Team, who currently share space with Water Service
Corp. personnel at the office in Northbrook, lllinois. The Company’s direct testimony
indicated that it was working with a commercial real estate broker to better refine the
estimated cost of the new lease, which is expected to begin in October 2018. USI notes
that Staff supports recovery of the new office space rent expense with corrections to
reflect the USI jurisdictional costs, which would be further allocated to Water and Sewer
Operations. Staff Ex. 7.0 at 14, Sched. 7.13 W & S. The Company agreed with Staff’s
position regarding jurisdictional allocation. USI Ex. 9.0 at 7. In its surrebuttal testimony,
the Company updated the cost per square foot to include the most recent pricing, which
includes taxes and operating expenses collected under the lease. USI Corr. Ex. 13.0 at
5; Sched. 13.1, Attach. A and B.

USI notes that the AG opposes recovery of the increase to rent expense based on
a belief the Company had not provided sufficient support for the increase. However, the
Company states that the AG did not specify what support needed to be provided. Even
after more detailed support was provided, which was satisfactory to Staff, the AG
continues to advocate for no recovery, without any explanation by the AG as to how the
additional information provided by the Company was deficient or what better information
regarding the likely cost could have been obtained. The AG’s opposition was also
apparently based on the corrections of inadvertent errors in the jurisdictional amount
initially included by the Company. However, those errors were corrected to the
satisfaction of Staff, and the AG did not provide any further information to show the
corrections had not been properly made. Based on the lack of detail provided regarding
the type and availability of information the AG would consider sufficient to support the
expense, any further adjustment beyond that proposed by Staff and accepted by the
Company should be rejected as without merit.

The AG'’s brief acknowledges the Company had narrowed its options to two
locations from which it had received proposals. No argument was made that a new lease
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was not necessary or that the options were overpriced. Apparently, the objection is only
that the lease has not been “finalized,” and unwarranted skepticism about the Company’s
professed intention to acquire the additional office space before October 1. The only
basis for the AG’s skepticism seems to be the fact that the Company was looking at space
four years ago, and decided at that time to postpone the decision. At that time, the
Company withdrew its proposal to recover an expense for a new lease. However, now
the Company has determined to lease space and is going forward with the plan. In this
case, the Company has demonstrated it has taken significant steps toward acquiring the
office space and provided comprehensive cost information, all supporting its stated
commitment to move into a new space by October. For these reasons, the adjustment
proposed by the AG should not be accepted.

b. Staff

Staff proposed an adjustment to reflect the rent expense for the new office space
the Company anticipates acquiring in October 2018 as presented in the Company’s
response to data request AG 10.05. Staff Ex. 7.0 at 14. In its surrebuttal testimony, the
Company provided new information which increased the rent expense it had provided
prior to Staff’s rebuttal testimony. USI Ex. 13.0, Ex. 13.01. Staff indicates that it finds no
reason to oppose the Company’s position on rent expense based on its updated
information and supports approval of that amount in the Appendices attached to its Initial
Brief.

C. HOA

The Commission should accept the AG-HOA adjustment to disallow the
incremental rent expense for new office space because the Company has yet to finalize
the location for the new office space. The Company’s surrebuttal testimony states that
the Company has narrowed the choice to two locations and has received proposals for
the two final locations. USI Ex. 13.0 at 4. The anticipated start date of October 1, 2018
for the rental of new office space is three months in the future and after the start of the
test year and the plans regarding the expected new office space have not yet been
finalized. HOA IB at 9.

HOA states that this is not a new proposal for the Company. The Company has
been considering such a move since at least 2014 and has yet to finalize the plans. In
the last rate case, Docket No. 14-0741, the Company proposed a similar adjustment but
accepted the AG adjustment to remove the increased rent expense at the evidentiary
hearing. Docket No. 14-0741, Order at 7. It is unrealistic to conclude that such a move
that has been under consideration for at least the last four years and does not yet have a
location or signed lease agreement could actually be effective in three months.

The Commission should adopt the AG adjustment to remove the cost of the
incremental rent expense for new office space. The adjustment reduces rent expense by
$35,105 and $8,277 for water and sewer operations, respectively, or $43,382 for the total
company.
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d. AG

The AG explains that USI proposes to increase the amount of rent expense it
collects from its customers to recover the costs of its new headquarters. The AG further
explains that the anticipated start date for the rental of new office space reflected by USI’s
calculation of incremental rent expense is October 1, 2018. However, the AG notes that
plans regarding the expected new office space have not yet been finalized. The AG
observes that USI stated in surrebuttal testimony that it has narrowed the choice to two
locations for which it has received proposals from commercial landlords. USI Ex. 13.0 at
4. The AG argues that the Commission should accept the AG’s adjustment to disallow
the incremental rent expense for new office space because the Company has yet to
finalize the location for the new office space and does not have sufficient time to meet the
anticipated start date that it proposes to use to calculate increased rent expense.

The AG also explains new headquarters underpinning the requested increase in
rent expense is not a new proposal for the Company. The AG further explains that the
Company has been considering such a move since at least 2014 and has yet to finalize
the plans. The AG also observes that in USI’s last rate case, Docket No. 14-0741, the
Company proposed a similar adjustment but accepted the AG adjustment to remove the
increased rent expense at the evidentiary hearing. Docket No. 14-0741, Order at 7. The
AG argues that it is unrealistic to conclude that such a move that has been under
consideration for at least the last four years and does not yet have a location or signed
lease agreement could actually become effective in three months.

The AG argues that in an apparent attempt to reverse the burden of proof in this
case, the Company laments that the AG did not specify what support needed to be
provided to justify the recovery of the expense. The AG observes that the Company has
not given any indication that a location for the new office space has been selected or that
there are any plans to actually relocate its employees. According to the AG, all that has
been provided is information on possible sites. The AG notes that the move is to occur
by October 1, 2018, now less than three months away. Surely, according to the AG, if
the Company were actually going to relocate its lllinois Operations and Finance Team,
USI would have provided a more definite indication of its plans, whatever that may be.
Actions speak louder than words, according to the AG, and USI offers nothing more than
empty statements to justify an increased revenue requirement.

Accordingly, the AG concludes that the Commission should adopt the AG and HOA
adjustment to remove the cost of the incremental rent expense for new office space. The
adjustment reduces rent expense by $35,105 and $8,277 for water and sewer operations,
respectively or $43,382 for the total company.

e. Commission Analysis and Conclusion

The Commission finds that the Company has provided sufficient evidence that it
will re-locate its lllinois Operations and Finance Team. The Company had, at the time of
surrebuttal testimony, narrowed its choices down to two and the proposals indicate a
lease commencement date of October 1, 2018. USI Corr. Ex. 13.0 at 4. The Company
has also satisfied Staff’s jurisdictional concerns.
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The AG’s and HOA's concern that the Company also contemplated this move in
its last rate case is unconvincing and the Commission actually finds the previous case to
lend support to its decision to approve the Company’s proposal in this case. In the last
case, the Company had originally considered the move and then when it had decided
against it, agreed to withdraw the request. In this case, it has not agreed to withdraw its
proposal, which to the Commission, indicates that it intends to go ahead with the move.
The AG-HOA adjustment is not adopted.

3. Unaccounted-For Water (“UFW”)
a. usl

USI suggests that the AG proposes to retroactively change and limit USI’s existing
maximum allowable UFW to a rate of 15% applicable to all service areas. The rationale
given for limiting USI's UFW rates to a statewide rate of 15% is that the Company has a
consolidated rate structure for these same territories. USI opines that the rationale for
the consolidated rate structure is to spread costs for rate filings and capital investments
across a larger pool of customers, to help mitigate rate shock exposure to the Company’s
otherwise small subsets of customers. It was not intended to require the consolidated
utility to expend exorbitant and uneconomic amounts, which would be shared by all
customers, to achieve economically unjustified reductions in unaccounted for water costs,
regardless of its source or cause. Thus, the same rationale does not apply to limiting
each territory to a maximum UFW of 15%.

The AG has also proposed a reduction to USI's water operating expenses in the
amount of $68,607, as a result of retroactively applying the proposed new UFW rate of
15% and using the UFW percentage from 2017. While the Company does not oppose a
prospective modification of its UFW tariff to provide for a blended single system-wide
UFW rate that would be applicable in future rate cases, the Company disagrees the
proposed limit of 15% would be appropriate.

The Company states that each service area has unique geographic and
operational characteristics. Simply because the rate charges approved by the
Commission are the same for each service area does not mean that all the plant
investments should be the same. Topographical characteristic of each service area may
not economically justify spending significantly different amounts for leak detection and
main repairs or replacement, just to achieve the same level of UFW in each service area.

USI asserts that the existing allowable UFW rates of 25% for Galena and Apple
Canyon are appropriate. These systems have many miles of non-conductive main that
run through rock that was blasted out with dynamite in areas to install main. These areas
consist of hills, ravines, bluffs and valleys that make leak location extraordinarily difficult.
Because many of these mains and service lines sit on rock, leaks often occur on the
underside of the pipe and do not surface, so they are undetectable. The characteristics
of the mains, including material, location and installation technique are unique and require
additional consideration for determining allowable UFW. Setting a rate arbitrarily lower
for these two systems could very well result in significantly higher costs for all customers.
The cost associated with the investment to investigate and maintain a UFW at a level of
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15% would very likely significantly outweigh any operating expense benefit from reducing
the allowable UFW of 25% to 15%. USI Ex. 14.0 at 2-3.

In past cases, the Commission has recognized that the appropriate level of water
loss is entirely dependent on the system involved and its peculiar characteristics. Those
factors can lead to “unavoidable leakage” — that is, leakage in mains and services that
would cost more to locate and stop than the lost water is worth. Indeed, the Commission
previously determined that a 57% unaccounted for water loss for Apple Canyon was “not
excessive in light of the system’s physical characteristics and . . . [the] likelihood the cost
of locating the leaks would be far greater than the cost of lost water.” One important
contributing factor to “unavoidable leakage” for Apple Canyon was the very low number
of active customers per mile of main. Apple Canyon Utility Company, Docket No. 90-
0475/92-0401 (Consol.), Order at 5-6 (Aug. 4, 1993).

If the Commission were to consolidate the Company’s UFW, a similar method as
that utilized in Docket No. 14-0741 should be used here. This method is a weighted
average of system water pumped and takes the average annual pumpage multiplied by
the system’s respective allowable UFW rate. Utilizing the same method, but including
data through 2017, the Company arrives at a statewide UFW rate of 17.8%, which is the
same rate arrived at in Docket No. 14-0741. USI Ex. 14.0 at 3-4.

In any event, USI suggests that it would be unlawful and unfair to disallow any
expenses for losses that exceed lower levels that are not currently set forth in the
Company’s tariffs. It would be pointless for the law to require the UFW to be set forth in
a tariff, USI argues, and then hold the utility to a different standard for disallowing the
pumping and chemical expense for a different, more stringent, limit than is currently set
forth in the tariff. Any change in the tariffed UFW levels should be prospective in nature.

The Company states that the arguments made in HOA and AG Initial Briefs for
adjustments to expenses to reflect a UFW level different from that which the current tariff
allows should be rejected as unlawful and unfair. The AG concedes that before its
proposed adjustment can be adopted, the Commission must first set a new UFW
percentage for each of USI’s individual systems. In other words, the AG is proposing to
change a tariff and give it retroactive effect in this proceeding. The statute provides that
the Commission’s determination of rates is limited to determining whether charges in
excess of the established maximum in the filed tariff currently in effect are included. 220
ILCS 5/80306(m). USI suggests that it does not allow the Commission to consider
anything other than the currently effective tariffed percentages to make a determination
of rates. In violation of the statute, the AG would disallow an amount greater than the
charges in excess of the applicable tariffed maximum percentage currently in effect, by
retroactively applying new limits.

b. AG and HOA

The AG explains that the amount of water pumped from USI’s supply sources and
the amount of delivered water that USI’s customers’ meters reflect in aggregate are not
the same volume. The AG further explains that water may be lost due to intentional
flushing of mains and fire hydrants, but much is also typically lost due to main breaks or
leaks. The AG notes that USI has increased maintenance activities to treat water that is
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in excess of a maximum UFW percentage set forth in the water utility’s tariffs. The AG
observes that though a utility in lllinois may recover the cost of the water lost from its
system or systems, it is incumbent upon that utility to take steps to reduce the amount of
UFW over time. Such mitigation efforts are often financed by ratepayers as new plant
additions that are put into rate base.

The AG argues that the Commission should adopt its primary position that Ms.
Selvaggio’s suggested maximum 15% UFW to be applied to each of the service territories
and not the statewide UFW rate of 17.8% proposed by the Company. USI Ex. 14.0 at 3-
4. The AG reasons that the Company’s proposed 17.8% is based on the average UFW
expense from 2007 to 2017 and does not reflect the full impact of the remediation efforts
that have been made since 2007 or the impact of the proposed projects that increase the
revenue requirement in the current case. Therefore, according to the AG, the maximum
UFW rate for each system should be 15%.

If the Commission agrees, the AG reasons that it should then adopt the adjustment
proposed by Ms. Selvaggio to reduce operating expenses in the various service areas in
which her proposed maximum UFW rate of 15% is less than the maximum UFW
percentage that was set in Docket No. 14-0741. The AG also reasons that the AG-HOA
adjustment accounts for the impact of UFW in excess of the AG-HOA updated proposed
maximum UFW percentage of 15% for each of the service areas netted against the actual
2017 UFW expense. The AG argues that the Company’s surrebuttal adjustment is based
upon the Commission approved maximum UFW percentages that were set in the
Company’s last rate proceeding netted against the average UFW expense from 2007-
2017. USI Ex. 14.0, Sched. 14.1W. The AG states that the UFW adjustment should be
based upon an updated UFW percentage that is netted against the most current UFW
expense.

The AG observes that the Company has had several rate cases since 2007 that
included costs that would result in a reduction of the UFW expense. According to the AG,
ratepayers should realize the benefit associated with the increased costs included in the
rate filings since 2007 and the current case. The AG specifically highlights that in August
and September of 2017, leaks in the service areas of Apple Canyon and Galena territories
were remediated. The AG further notes that the remaining systems are planned to be
surveyed after the hydrant inspect and replace project is finished in July 2018. AG-HOA
Ex. 2.3, Attach. B. The AG also observes that the hydrant inspect and replace project is
expected to provide a high level of service by allowing adequate flushing of water mains
and preventing leaks. The AG explains that the project includes the repair of 163 hydrants
that have already been completed and 308 hydrants yet to be completed and 179 valve
extensions that have already been completed and nine valve extensions yet to be
completed. The AG further explains that the project includes the repair of 56 and 79
hydrants and the installation of 38 and 39 valve extensions in Apple Canyon and Galena
alone. AG-HOA Ex. 3.2, Attach. A. In addition, the AG observes, included in the
requested revenue requirement is approximately $150,000 for pipe replacements as a
result of the leak studies. AG Cross Ex. 2.

Thus, the AG offers as its primary position that the Commission should adopt the
AG-HOA adjustment for UFW of $28,058 presented on Schedule 5 of the AG’s Initial
Brief. The AG explains that the adjustment is incremental to the Company’s surrebuttal
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adjustment of $40,549 that was in response to the AG-HOA rebuttal adjustment
presented on AG-HOA Ex. 2.2, Sched. C-8.

The AG also argues that the Commission should adopt the AG-HOA's proposed
changes to the Company’s UFW tariff to reflect the impact in reducing its UFW percentage
that should result from the significant capital improvements that are included in the
requested water revenue requirement in this case. AG-HOA Ex. 2.0 at 14-15. In the prior
rate case, the AG notes that the Commission approved various maximum UFW
percentages for each of the service areas of the Company ranging from 25.0% for Apple
Canyon and Galena to 15.0% for the majority of the other service areas.

In light of the Company’s arguments that “each service area has unique
geographical and operational characteristics ...” and that the Galena and Apple Canyon
“... systems have many miles of non-conductive main that run through rock that was
blasted out with dynamite ...” and “... consist of hills, ravines, bluffs, and valleys that make
leak location extraordinarily difficult ...” and “because many [of] these mains and service
lines sit on rock, leaks often occur on the underside of the pipe and do not surface, so
they are undetectable[,]” the AG and HOA offer as a compromise, secondary position that
the maximum UFW percentages for Apple Canyon and Galena should be greater than
15% should the Commission reject the AG-HOA primary position noted above. USI IB at
17. If the Commission rejects the AG-HOA primary position, in the spirit of compromise
and to provide some reduction of the maximum UFW percentage for Apple Canyon and
Galena, the AG and the HOA propose as an alternative, a maximum UFW percentage of
20% for Apple Canyon and Galena and 15% for each of the other service areas.

Regardless of the position approved, the AG argues that the UFW adjustment
accepted by the Commission should be based upon an updated UFW percentage that is
netted against the most current UFW expense. AG-HOA Ex. 2.0 at 12. The AG further
argues that ratepayers should realize the benefit associated with the increased costs
included in the rate filings since 2007 and the current case. Thus, the AG argues that the
Commission could adopt the revised AG-HOA adjustment for UFW of $23,183 presented
on Schedule 5 of the AG’s Reply Brief as a compromise position. The AG explains that
the adjustment is incremental to the Company’s surrebuttal adjustment of $40,549 that
was in response to the AG-HOA rebuttal adjustment presented on AG-HOA Ex. 2.2,
Sched. C-8. USI Ex. 14.0 at 5.

C. Commission Analysis and Conclusion

As noted by the Company, the rationale for the consolidated rate structure is to
spread costs for rate filings and capital investments across a larger pool of customers
and to help mitigate rate shock exposure to the Company’s otherwise small subsets of
customers. The consolidated rates allow the unique, expensive characteristics of the
Apple Canyon and Galena territory to be spread across all customers. Having said that,
however, the Commission agrees that the adoption of consolidated rates does not
necessarily mean that each system must have the same expenses or the same UFW
rate.

The Commission finds, however, that the Company fails to address recent
investments that should reduce the UFW rate. Not only has the Company made
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improvements since the last rate case, but it has also included many improvements in
this current proceeding that should reduce the UFW rate. The Commission finds the AG’s
primary position to be unreasonable and to not take into account the difficult
characteristics that are unique to the Galena and Apple Canyon systems. The AG’s
compromise position is more reasonable and reflects the unique characteristics of these
systems while at the same time capturing the improvements that have been made, and
will be made, throughout USI’s systems.

The Commission finds the Company’s argument regarding retroactive application
to be without merit. The Commission notes that this rate case is based on a future test
year that ends September 2019. Also, the rates will go into effect on January 1, 2019.
The rates will not be retroactive. The revenue requirement adjustment proposed by the
AG will be effective January 1, 2019 based on the maximum UFW rate adopted herein.

For these reasons, the Commission adopts the AG-HOA adjustment for UFW of
$23,183. Consistent with this decision, the Commission adopts the following changes to
USI's tariff:

The maximum percentage of unaccounted-for water considered in the
determination of any rates or surcharges shall not exceed (See-table-below)
20% for Apple Canyon and Galena and 15% for each of the other all service

territories. Rates or surcharges approved in the future shall not include
charges for unaccounted-for water in excess of this maximum percentage
without well-documented support and justification for the Commission to
consider in any request to recover charges in excess of this maximum
percentage.
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VIl.  RATE OF RETURN
A. Uncontested Issues
1. Capital Structure

Staff and the Company agree that USI’s capital structure, as of July 31, 2017, is
comprised of 47.85% long-term debt and 52.15% common equity. Staff Ex. 9.0, Sched.
9.1; USI Ex. 15.0, Wksht. ROR at 1. Staff originally proposed that USI’s line of credit be
treated as short term debt, because for practical purposes that is how USI uses the line
of credit. However, to narrow issues in the docket and because the impact on rates is so
small, Mr. McNally agreed to treat the line of credit as long-term debt, as advocated by
the Company. Staff Ex. 9.0 at 2. The Commission adopts the parties’ agreed to capital
structure.

2. Cost of Long-Term Debt

Both Staff and USI proposed a cost of long-term debt of 5.76%. Staff Ex. 9.0 at 2;
Staff Ex. 9.0, Sched. 9.1; and USI Ex. 15.0, Wksht. ROR at 1. The Commission finds a
cost of long-term debt of 5.76% to be reasonable.

B. Contested Issues
1. Cost of Common Equity
a. usSlI

USI states that since the last rate case, the Company has expended or planned
for investments of $14 million dollars in projects that will benefit customers in the form of,
among other things, improved water quality, reduced service disruptions due to main
breaks and reduced inflow and infiltration to wastewater treatment plant. USI Ex. 1.0 at
6. To fund these projects, USI avers that it is crucially important that the Commission set
rates at levels that will allow the Company to realize earnings levels that will compare
favorably with competing investment alternatives available to investors.

To support the allowance of a return on equity (“ROE”) that investors require to
make the needed investment, the Company provided testimony by Ms. Ahern, a Certified
Rate of Return Analyst with nearly 30 years of extensive experience in rate of return
analysis, including testifying as an expert witness before 32 regulatory commissions in
the United States and Canada. USI Ex. 7.0 at 1-2, App. A. Based on her detailed analysis
of updated financial data and use of several recognized economic models, she
recommended the Commission set 12% as the level of earnings required to assure the
Company can fulfill its obligation to provide safe and reliable service, maintain the integrity
of presently invested capital through future investment, and attract new capital at a
reasonable cost and on reasonable terms in competition with other firms of comparable
risk. USI Ex. 18.0 at 2.

To arrive at her recommendation, Ms. Ahern estimated the cost of equity from
economic and financial data, using empirical financial models developed for that purpose,
including the well-tested discounted cash flow (“DCF”) method, the Capital Asset Pricing
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Model (“CAPM”) and two risk premium approaches (“RPM”). USI explains that because
the empirical financial models are subject to limiting assumptions or other constraints,
and no individual model or variation is more reliable than all others under all market
conditions, the fairness of the estimation of the investor required return is enhanced by
the use of multiple models with variations supported in the academic literature. The tools
she employed add reliability to the informed judgment the Commission must use to
estimate the common equity cost rate.

Based on the economic data available when USI filed its direct testimony in
November 2018, Ms. Ahern’s application of the various models produced a recommended
rate of return of 11.15%. USI Ex. 7.0 at 5, Table 2, Sched. PMA-1 at 2.

USI states that financial market conditions changed appreciably in the eight
months after her original recommendation for the return on common equity. Among other
things, the Federal Reserve Bank raised the range of its benchmark Federal Funds Rate
twice by a total of 50 basis points, and signaled two more increases during 2018. USI
Ex. 18.0 at 21. Yields on Moody’s A rated public utility bonds rose 27 basis points from
3.86% for September 2017 to 4.13% for February 2018. Based on the current economic
and capital market environment when her rebuttal testimony was filed, Ms. Ahern applied
the same four cost of common equity models in a manner identical to their application in
her direct testimony. Based upon the updated data, her opinion was that a common
equity cost rate of 12% would be reasonable for USI. USI Ex. 12, Sched. 12.09.

In contrast to the Company’s more comprehensive analysis, USI observes that
Staff’s approach yielded a recommended ROE of 9.31%, significantly below ROEs the
Commission has established for water utilities in Illinois in the recent past, despite market
conditions now supporting higher returns. See Aqua lllinois, Inc., Docket No. 14-0491,
Order at 41-44 (Mar. 25, 2015) (9.81%); Illinois-American Water Co., Docket No. 16-0093,
Order at 66 (Dec. 13, 2016) (9.79%). Staff’'s analysis places undue weight on the results
of the more limited DCF and CAPM. Importantly, informed expert judgment requires
reliance on multiple generally accepted common equity costs models, because each
model will have restrictive assumptions that could lead to inaccurate results that
incorrectly represent true investor expectations.

USI notes that Staff relies upon a DCF model that assumes a market-to-book value
ratio of one, which is rarely the case. Consequently, the application of Staff's DCF model
and its restrictive assumptions frequently misrepresent investors’ required return when
market value exceeds, or is less than, book value. USI Ex. 12 at 6. Further, under present
conditions, the relationships between price and growth rates underlying the DCF model
are currently broken, which translates into an understatement of the ROE by application
of the DCF results. USI Ex. 12 at 8-10.

According to USI, comparable drawbacks arise with reliance on Staff's CAPM. The
weaknesses in Staff's approach include: (1) inappropriate reliance upon a spot risk-free
rate despite the fact that both ratemaking and the cost of capital are expectational in
nature; (2) use of monthly betas calculated by Staff that are not readily available to
investors, and thus cannot be considered truly relevant to investor-required return; (3) a
distorted calculation of the market risk premium due to the elimination of non-dividend
paying stocks with the associated appreciation in the market price that investors weigh

34



17-1106

when considering their investment alternatives, and (4) that it does not employ the
empirical capital asset pricing model (“ECAPM”) that accounts for empirical evidence
showing low beta securities actually earn higher returns than the CAPM formula would
predict and thus understate the return investors would expect. USI Ex. 12 at 12-26.

USI opines that Staff’'s analysis also failed to account for the additional return
investors demand for the greater relative risk a smaller firm like USI has compared to the
average market capitalization of the much larger (87.1 times greater) sample of water
companies. The Company’s witness discussed empirical and academic support for a
size premium, and quantified the business risk adjustment based upon the average sized
premiums for similarly sized differentials of companies listed on the New York Stock
Exchange, the American Stock Exchange and the NASDAQ exchange. USI Ex. 7.0 at
60-62; USI Ex. 12.0 at 27-39; USI Ex. 18 at 17-18.

USI notes that the orders cited by Staff and others in support of the approach of
the Staff witness and against the Company’s expert date back as far as 2004. Staff's
analysis and methodologies produce unrealistically low ROE recommendations and
ignore any value that can be attributed to USI’s calculations. In addition, Staff's analysis
was performed when capital market costs were extraordinarily low. There has been no
showing that Staff has improved its methodology to correct the concern with the results
that the Commission found problematic. The Commission should take into consideration
the more robust results from the Company’s broader analysis. To do otherwise would
have a negative impact on USI’s operations, and would “deter continued investment in
the State of lllinois.” Docket No. 16-0093, Order at 66.

One of the reasons the Company believes its analysis provides more robust results
is because of its consideration of the risk premium methodology, which Staff refuses to
employ. Other regulatory jurisdictions recognize the risk premium analysis provides valid
and informative data for evaluating the ROE necessary to induce investment in a
regulated utility. See DTE Electric, Mich. P.S.C. Case No. U118014, Order (Jan. 31,
2017); Indianapolis Power & Light Co., Ind. U.R.C. Cause Nos. 44676 & 44602, Order
(Mar. 16, 3016); New England Gas Co., Mass D.P.U. 10-114, Order (Sept. 7, 2012).
FERC has also indicated that, because capital market conditions were anomalous, it had
“less confidence” in the results of the DCF analysis and it was appropriate to consider
“additional record evidence” including risk premium analysis. FERC found including risk
premium analysis was "informative" and supported the conclusion that without it the ROE
was too low to attract capital. Martha Coakley v. Bangor Hydro-Electric Co., Opinion No.
531, 147 FERC 1 61,234 at 7 (2014).

Perhaps the most telling development indicating that Staff's 9.31% recommended
rate of return would impede USI's ability to raise the funds needed to proceed with
essential infrastructure plans in lllinois, USI argues, is the recent order (Order No. 2018-
345, May 17, 2018) of the South Carolina Public Service Commission (“PSC”) authorizing
a 10.5% return for a USI sister company, Carolina Water Service, Inc. USI Ex. 18.0 at
23-26; USI Ex. 13.0 at 2-3. Given the prospect of earning the authorized return in South
Carolina or a lower return for an essentially similar investment in lllinois, the Company
opines that funding for infrastructure projects in lllinois will be hard, if not impossible, to
obtain.
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The Company argues that the Commission has recognized that Staff’'s approach
can sometimes produce anomalous results such that the proposed rate of return would
not be competitive and deter continued investment in the State of lllinois. Docket No. 16-
0093, Order at 66. The Commission has established ROEs in the past using an average
of the parties’ ROE recommendations. Docket No. 17-0259, Order at 41-42; Docket No.
17-0124; Docket No. 16-0093, Order at 67. By choosing a ROE that lies between the
recommendations of competing experts, the Commission implicitly gives weight to useful
insights produced by multiple legitimate theories for estimating investor expectations and
minimizes the shortcomings of the various approaches relied upon by the cost of equity
witnesses, without being an endorsement of every input of every aspect of the
methodologies performed by the parties.

b. Staff

Staff witness McNally recommends an ROE of 9.31% (before taking into account
the impact of Rider VBA), while in its surrebuttal testimony, the Company recommends
an ROE of 12.00%, with an alternative proposal of 9.97%. Mr. McNally has been
providing impartial rate of return analyses for Staff for over eighteen years. The models
and inputs he relies upon, Staff avers, have been repeatedly tested through litigation and
found by the Commission, and the appellate court, to be financially sound. Mr. McNally’s
cost of equity estimate relies upon Capital Asset Pricing Model (“CAPM”) and DCF
analyses. Staff Ex. 3.0 Corr. at 26; Staff Ex. 9.0 at 8. As discussed below, Staff asserts
that Mr. McNally’s cost estimate must be adjusted downward by 8 basis points, if Rider
VBA is approved. Id. at 27-28.

Mr. McNally’s DCF analysis and CAPM analyses were applied to both a sample of
water companies (“Water Group”) and a sample of utility companies (“Utility Group”). Mr.
McNally used the same Water Group that USI witness Ahern used in her estimate for
USI's cost of common equity. Staff Ex. 3.0 Corr. at 9. Mr. McNally selected his Utility
Group so it was comparable in risk to USI. 1d. at 9-10.

Mr. McNally testified that, according to DCF theory, a security price equals the
present value of the cash flow investors expect it to generate. Specifically, the market
value of common stock equals the cumulative value of the expected stream of future
dividends after each is discounted by the investor required rate of return. Staff Ex. 3.0
Corr. at 11. Mr. McNally testified that DCF analysis is generally employed to determine
appropriate stock prices given a specified discount rate. Since a DCF model incorporates
time-sensitive valuation factors, it must correctly reflect the timing of the dividend
payments that stock prices embody. As such, incorporating stock prices that the financial
market sets on the basis of quarterly dividend payments into a model that ignores the
time value of quarterly cash flows constitutes a misapplication of DCF analysis. The
companies in the Water and Utility Groups pay dividends quarterly; therefore, he applied
a constant growth quarterly DCF model to measure the annual required rate of return on
common equity. Staff Ex. 3.0 Corr. at 11. Mr. McNally further testified that the constant
growth DCF model assumes that dividends will grow at a constant rate in perpetuity and
that the market value of common stock (i.e., stock price) equals the sum of the discounted
value of each dividend. Staff Ex. 3.0 Corr. at 12. To estimate the growth rate in the DCF
model, Mr. McNally measured the market-consensus expected growth indirectly, with
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three to five year growth rates forecasted by securities analysts, which are compiled and
disseminated to investors by Zacks Investment Research, Inc. (“Zacks”) Staff Ex. 3.0
Corr. at 12. To measure the stock prices, Mr. McNally measured each company’s current
stock price with its closing market price from March 26, 2018. Staff Ex. 3.0 Corr. at 13.
Mr. McNally testified that when estimating the required return on common equity with the
DCF model, one should measure the expected dividend yield and the corresponding
expected growth rate concurrently. Staff Ex. 3.0 Corr. at 13. Mr. McNally added that
using a historical stock price along with current growth expectations or combining an
updated stock price with past growth expectations will increase the inaccuracy of the
estimate of the market-required rate of return on common equity. Id. With respect to
expected future quarterly dividends, Mr. McNally testified that his analysis assumes that
the current declared dividend rate will remain in effect for a minimum of four quarters and
then adjust during the same quarter it changed during the preceding year. If the utility did
not change its declared dividend during the last year, he assumed the rate would change
during the next quarter. The average expected growth rate was applied to the current
declared dividend rate to estimate the expected dividend rate. Id. at 14.

Mr. McNally’'s final DCF analysis estimated a required rate of return on common
equity of 10.10% for the Water Group and 9.17% for the Utility Group. Staff Ex. 9.0 at 8,
n.17.

Staff explains that the CAPM is a one-factor risk premium model that
mathematically depicts the relationship between risk and return. Mr. McNally testified that
a risk premium model is based on the theory that the market-required rate of return for a
given risk-bearing security equals the risk-free rate of return plus a risk premium that
investors expect in exchange for assuming the risk associated with that security.
Mathematically, a risk premium equals the difference between the expected rate of return
on a risk factor and the risk-free rate. If the risk of a security is measured relative to a
portfolio, then multiplying that relative measure of risk and the portfolio's risk premium
produces a security-specific risk premium for that risk factor. Staff Ex. 3.0 Corr. at 15.

The risk premium methodology is consistent with the theory that investors are risk-
averse. In other words, investors require higher returns to accept greater exposure to
risk. If investors had an opportunity to purchase one of two securities with equal expected
returns, they would purchase the security with less risk. Conversely, if investors had an
opportunity to purchase one of two securities with equal risk, they would purchase the
security with the higher expected return. Id.

Staff further explains that, in the CAPM, the risk factor is market risk, which is
defined as risk that cannot be eliminated through portfolio diversification. To implement
the CAPM, the analyst must estimate the risk-free rate of return, the expected rate of
return on the market portfolio, and a security or portfolio-specific measure of market risk.
Id. at 16.

First, Mr. McNally estimated the risk-free rate of return by examining the yields on
four-week U.S. Treasury bills and thirty-year U.S. Treasury bonds. Id. Mr. McNally
concluded that, based on forecasts of the real risk-free rate and inflation, currently, the
U.S. Treasury bond yield of 3.10% more closely approximates the long-term risk-free rate.
Id. at 18.
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Second, to estimate the expected rate of return on the market portfolio, Mr.
McNally conducted a DCF analysis as of December 31, 2017, on the firms composing the
S&P 500 Index that pay a dividend and for which Zacks or Reuters growth rates are
available. The estimated weighted average expected rate of return for those 411 firms,
composing 87.46% of the market capitalization of the S&P 500, equals 12.02%. Id. at 20.

Finally, Mr. McNally measured the market risk on a security specific basis by
measuring beta. Mr. McNally used Value Line betas and a regression analysis to estimate
the beta for the Water and Utility Groups. Id. at 21. Mr. McNally adjusted his raw beta
estimate to produce a more accurate forward-looking beta estimate. Id. at 22. Mr.
McNally relied upon multiple approaches to calculate beta because “betas are forward-
looking measures of investors’ expectations of market risk. As such, true betas are not
observable. Betas that Staff calculates and betas that Value Line and other financial
information services publish are proxies for true betas. Therefore, like all proxies, beta
estimates are subject to measurement error. Thus, there is no single, definitively “correct”
beta for a given company. Id. at 23. Therefore, Mr. McNally relied on both Value Line
betas, which rely on weekly observations, and regression analysis betas, based on
monthly observations, to estimate the beta of the Water and Utility Groups. Id. at 21-22.
The average betas for Water Group (excluding Connecticut Water Service and SJW
Corp.) and the Utility Group (excluding OGE Energy) were 0.72 and 0.60, respectively.
Id. at 24-25; Staff Ex. 9.0 at 2-3.

Based on those estimates of the risk-free rate, the required return on the market,
and the proxy sample betas, Mr. McNally estimated a required rate of return on common
equity for the Water Group of 9.52% and a required rate of return on common equity of
8.45% for the Utility Group. Id. at 25.

Staff notes that Ms. Ahern claims that Mr. McNally should not have used spot
interest rates, but rather, should have used a forecasted interest rate in his CAPM
analysis. USI Ex. 12.0 at 12-15, 51. The Commission should reject Ms. Ahern’s
argument, as it is without merit. Ms. Ahern fails to recognize that the current U.S.
Treasury yield spot rate that Mr. McNally used to estimate the risk-free rate is a forward-
looking rate. Staff Ex. 9.0 at 9. Mr. McNally explained that a spot rate reflects all relevant,
currently available information, including investor expectations regarding future interest
rates. Consequently, investor appraisals of the value of forecasts are also reflected in
current interest rates. Therefore, to the extent that investors believe that the interest rates
forecasts are valuable, that belief is already reflected in current market interest rates. Id.
at 203-208. In contrast, Ms. Ahern’s recommendation is to use estimates of what U.S.
Treasury yields will be in the future. Thus, Ms. Ahern’s estimates do not reflect investors’
current expectations, but rather, expectations of future expectations, and Mr. McNally
testified that those types of estimates are inaccurate. Id. at 9-10.

Staff further opines that the Commission should reject Ms. Ahern’s claim that
published Bloomberg and Value Line betas are superior to the regression betas that Mr.
McNally calculated. USI Ex. 12.0 at 16. The betas that analysts employ are estimates of
an unknown, true beta, therefore it is unknown which betas are more accurate. Staff Ex.
9.0 at 11. Further, the validity of the methodology is not a function of whether or not it is
published, but of its ability to explain stock price behavior. Mr. McNally’s regression beta
methodology has been used by Staff on a regular basis and is consistently accepted by
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the Commission. Also, Mr. McNally’s betas use the same monthly frequency of stock
price data as the widely accepted Merrill Lynch methodology. Finally, previous arguments
to exclude Staff calculated betas and rely upon only Value Line betas have been rejected
multiple times by the Commission. Id.

Staff recommends that the Commission reject Ms. Ahern’s claim that weekly betas
are superior to monthly betas. USI Ex. 12.0 at 16. Mr. McNally testified that studies have
shown that the major cause of significant differences in beta was the use of monthly
versus weekly return intervals. Staff Ex. 9.0 at 12. However, time interval differences do
not necessarily mean one beta estimate is statistically superior to another beta estimate.
Mr. McNally testified that monthly betas have less variability than weekly betas and
mitigate the effect of a stock price not reflecting information that is reflected in the market
as a whole (what is known as “non-synchronous trading”). Thus, by relying exclusively
upon betas calculated using weekly data, Ms. Ahern introduced bias into her CAPM
analysis that could have been mitigated by including a beta estimate derived from monthly
return intervals. Id. Staff states that the Commission has multiple times concluded that
the use of both weekly and monthly betas is superior to the use of just one or the other,
including Docket No. 09-0306, which was upheld by the appellate court. Central Illinois
Light Co., Docket Nos. 09-0306-09-0311 (Consol.), Order at 213 (Apr. 29, 2010); 2015 IL
App (4th) 140173, 1 66 (Jun. 2, 2015).

Staff recommends that the Commission reject Ms. Ahern’s claim that Mr. McNally’s
DCF estimate should include non-dividend paying companies. Staff explains that the
DCF model is also referred to in financial parlance as a “dividend discount model”
because it uses the dividends expected to be paid by the company being analyzed as
one of its primary inputs. Staff Ex. 9.0 at 14. A DCF model cannot be validly applied to
a company that does not pay dividends in the first place. Further, including non-dividend
paying companies in a DCF analysis of the market would overstate the resulting
estimated required rate of return on the market and the implied market risk premium
because of differences in the average growth rate. Id. Finally, Staff points out that the
argument to include non-dividend paying companies in the market return has been
rejected by the Commission multiple times. See Ameren lllinois Co., Docket No. 13-0192,
Order at 165 (Dec. 18, 2013).

Moreover, Staff argues that the Commission should reject Ms. Ahern’s criticisms
of the Wong Study relied upon by Mr. McNally. USI Ex. 12.0 at 31-32. Staff states that
the Wong study found no justification for a size premium for utilities. Ms. Ahern criticized
the study because it is based on betas, which do not account for non-systematic risk.
Staff Ex. 9.0 at 20. However, as Mr. McNally testified, Ms. Ahern’s argument incorrectly
implies that investors require compensation for all risk, systematic and unsystematic.
However, unsystematic risk is not compensated in the market. That a study only accounts
for systematic risk, the only portion of risk for which investors are to be compensated,
does not invalidate that study. Id.

In addition, Staff argues that the conclusions of the Zepp article, which Ms. Ahern
cites to dispute the Wong article, are dubious. Zepp’s conclusions are based on two
studies that rely on a single 11-year period, which is entirely too short of a time period to
definitively declare the general existence of a size premium. Moreover, one of those
studies utilized betas calculated using accounting returns, which are not reasonable
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proxies for market returns from which the betas Ms. Ahern used in her CAPM were
calculated, while the other study explicitly acknowledges that its findings may have
nothing to do with the size of the companies involved, but rather, may reflect company-
specific risk unrelated to size. Finally, one cannot assume the conclusions drawn from
the specific models studied to apply to the assortment of models to which Ms. Ahern
applies her size premium. Id.

Ms. Ahern claims that the 9.60% ROE approved in Docket No. 17-0259 for Aqua
supports an ROE of 9.71% for USI. USI Ex. 12.0 at 57-58. Staff asserts that the
Commission should reject that argument for a number of reasons. First, the 9.71% ROE
Ms. Ahern suggests is based upon a leverage adjustment that this Commission has
routinely rejected. Staff Ex. 9.0 at 28. Second, Ms. Ahern has not established that all
other factors are equal between USI and Aqua, although her argument presumes as
much.  Third, the Commission has previously found ROE comparisons to be
inappropriate, since the cost of equity suitable for a given utility is specific to that utility.
See Commonwealth Edison Co., Docket No. 05-0597, Order at 153 (June 6, 2006). As
the Commission noted in Docket No. 07-0241/07-0242 (Consol.), “by determining the
Utilities’ ROEs via comparison to existing ROEs, the Commission would be disregarding
its duty to impose only cost-based and reasonable rates on the Utilities’ customers.”
North Shore Gas Co. and The Peoples Gas Light and Coke Co., Docket Nos. 07-
0241/0242 (Consol.), Order at 90 (Feb. 5, 2008). Finally, to the extent that such a
comparison provides any insight into the ROE in this proceeding, at 9.60%, it is much
more in line with Mr. McNally’s revised ROE of 9.31% than Ms. Ahern’s proposed ROE
of 12.00%. Staff Ex. 9.0 at 29.

Staff witness McNally found significant flaws in Company witness Ahern’s cost of
equity analysis. The primary flaws are as follows: 1) the CAPM analysis employs
unreliable beta estimates; 2) the analysis includes an ECAPM in which she improperly
applies adjusted beta estimates; 3) the analysis includes an inappropriate RPM; 4) the
recommendation reflects the results of a non-price regulated proxy sample that is not
comparable in risk to the Company; and 5) the ROE recommendation includes an
unwarranted “business risk adjustment” of 70 basis points.

With respect to the first item, Ms. Ahern’s betas are unreliable because they are
based upon weekly return intervals, and weekly betas tend to suffer more from non-
synchronous trading than monthly betas. Id. at 32. Also, the reliability of Ms. Ahern’s
Bloomberg betas is still more questionable, since they are based upon only two years of
data and are therefore more prone to measurement error. Because of this, the
Commission has previously rejected the use of a two-year beta measurement period,
finding betas calculated with five years of data to be more reliable. A Commission
decision on this matter has also been affirmed by the Appellate Court. Additionally, two
of the Bloomberg beta estimates are nearly equal to the market beta of 1.00, which is
excessively high for low-risk, rate-regulated water companies. Indeed, both are
significant outliers relative to their corresponding Value Line betas and the average
Bloomberg beta for the other six companies. For these reasons, Ms. Ahern’'s CAPM
results, as well as her beta-derived RPM analyses that rely on those same beta estimates,
should be discarded. Id. at 32-33.
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With respect to the second item, Ms. Ahern’s use of adjusted betas in her ECAPM
is a double-adjustment that over-compensates for the observed flatness of the security
market line and, therefore, leads to an overstated estimate of the cost of common equity
whenever the raw beta is less than one, since the weight of raw beta is being reduced in
favor of the market beta of 1.0. The Commission has previously rejected such application
of the ECAPM in several cases. Id. at 35-36.

With respect to the third item, there are several flaws with Ms. Ahern’'s RPM
analysis. First, her risk premium analysis improperly bases the equity risk premium on
historical data, producing unreliable proxies of current risk premiums. Forward-looking
expectations cannot be deduced from past experience with any reasonable degree of
accuracy. Further, the result of such an approach is dependent on the arbitrary selection
of a historical measurement period, which exposes the analysis to manipulation.
Moreover, historical risk premiums do not measure investors' current return requirements
because they measure earned returns rather than required returns. Id. at 38. Second,
rather than rely on observable, current yields — that is, the current cost of capital — Ms.
Ahern relied on a contrived combination of forecasts of up to 10 years in the future to
determine her base yields to which her risk premiums are added. Id. at 39. Third, by
arbitrarily grouping her 12 various risk premium calculations, she effectively assigned
significantly greater weight to her highest results (up to 50%) than to her lowest results
(as low as 2.8%), thereby by inflating her RPM result by approximately 70 basis points.
Id. The Commission, in many proceedings, has rejected the use of the risk premium
model because of such flaws, including in Docket No. 07-0241 (North Shore Gas
Company and The Peoples Gas Light and Coke Company general rate cases), in which
the Commission concluded, “The risk premium model that the Utilities used in addition to

their CAPM is unhelpful. ... While all cost of equity analyses require the application of
judgment, this particular approach is primarily a matter of judgment and we are unwilling
to rely on such a subjective analysis. ... Insofar as it crept into decision-making in Docket

No. 05-0597, that was an anomaly we will not repeat.” Id. at 40-41.

With respect to the fourth item, Ms. Ahern inappropriately applied her cost of equity
analyses to a proxy group of non-price-regulated companies, which she failed to establish
as comparable in risk to USI. Id. at 41. In fact, Ms. Ahern’s Non-Utility Group is
significantly higher in risk than the Water Group, as evidenced by the Non-Utility Group’s
higher average Value Line and Bloomberg betas, as well as its weaker average credit
rating, which is a full grade lower than that of the Water Group. The result of that higher
risk manifests in the 12.06% ROE estimate for Ms. Ahern’s Non-Utility Group, which is
21.2% higher than her 9.95% average for the Water Group, and even higher than Staff’s
12.02% estimate of the required return for the overall market. Id. at 41-42.

With respect to the fifth item, Ms. Ahern added a size-based business risk
adjustment to her cost of equity analysis which has no theoretical basis, is contrary to
financial theory, not supported by empirical studies, and has been rejected by the
Commission on numerous occasions. Id. at 42-46. The Commission even rejected the
same size-based adjustment in a prior docket in which Ms. Ahern testified. See lllinois-
American Water Company, Docket No. 07-0507, Order at 91-92 (July 30, 2008).
Importantly, in Docket No. 03-0403, an Aqua (formerly Consumers lllinois Water
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Company) rate proceeding in which Ms. Ahern was the Company cost of common equity
witness, the Commission Order stated:

The Commission does not conclude that the size of [Aqua]
warrants a risk premium. [Aqua] is a wholly owned subsidiary
within a much larger organization, and in that sense is
distinguishable from an independent utility of the same size
as [Aqua].

Consumers lllinois Water Company, Docket No. 03-0403, Order at 43 (Apr. 13, 2004).
Likewise, USl is also a wholly-owned subsidiary of a much larger organization. Therefore,
Ms. Ahern’s inclusion of a business risk adjustment based on the size of USI is
unwarranted. Id. at 46-47.

If the five principal errors discussed above in Ms. Ahern’s analysis were corrected,
Staff states that it would produce a cost of equity estimate of 9.40%, which is much lower
than Ms. Ahern’s original 11.15% cost of equity recommendation and more in line with
the 9.31% recommended by Mr. McNally in his rebuttal testimony.

The Company cites to a recent South Carolina PSC Order that authorized a 10.5%
cost of common equity for Carolina Water Services, Inc. (“CWS”), a sister company of
USI. USI Ex. 18.0 at 23-24; USI Ex. 13.0 at 2-4. USI essentially argues “[g]iven the
transitive properties of equalities” if CWS is similar in risk to USI (which Staff disputes),
then under Bluefield Waterworks & Improvement Co. v. Public Serv. Comm’n of West
Virginia (“Bluefield”), 262 U.S. 679 (1923) and Federal Power Comm’n v. Hope Natural
Gas Co. (“Hope™), 320 U.S. 591 (1944), USlI is entitled to the same 10.5% return granted
to CWS. USI Ex. 18.0 at 24-26. Staff states that the Commission should reject that
argument.

First, the Company’s logic is strained. That CWS may be similar to the Water
Group, and the Water Group may be similar to USI, does not suggest that CWS should
be viewed as equal, or even all that similar, in risk to USI. That s, the transitive properties
of equalities does not extend to similarities. Further, that CWS was authorized to earn a
ROE higher than Staff's proposal does not indicate that Staff's ROE is too low. Indeed,
the flaws in such a comparison notwithstanding, one might just as well contend that Staff’s
proposed ROE indicates that CWS’s ROE is too high.

Second, USI misreads Bluefield and Hope. Neither Bluefield nor Hope stands for
the proposition that two comparable companies must have the same ROE. Also, Bluefield
and Hope do not set specific regulatory standards that a Commission order must meet.
See Hope, 320 U.S. at 600, 602 (stating that Congress “has provided no formula by which
the ‘just and reasonable’ rate is to be determined” and that “[i]f the total effect of the rate
order cannot be said to be unjust and unreasonable, judicial inquiry under the [Natural
Gas] Act is at an end.”; Id. at 603 (“[T]he fixing of just and reasonable rates, involves a
balancing of the investor and the consumer interests.”); Bluefield, 262 U.S. at 692 (“What
annual rate [of return] will constitute just and reasonable compensation depends upon
many circumstances, and must be determined by the exercise of a fair and enlightened
judgment, having regard to all relevant fact.”) Instead, Bluefield and Hope address the
general criteria regulators should consider when setting just and reasonable rates to
ensure a utility’s ROE and rate of return are neither too low nor too high. Hope, 320 U.S.
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at 603; Bluefield, 262 U.S. 692-695. The Commission made that clear in the Nicor Order,
which USI witness Ahern refers to in her testimony, when the Commission states “[t]hese
decisions establish that a regulatory body such as the Commission must consider
whether the authorized return will allow a return that is sufficient to maintain the utility’s
financial integrity and to attract capital at reasonable terms, while ensuring that customers
do not pay an excessive or unreasonable return on those rates. Bluefield, 262 U.S. at
692-93; Hope, 320 U.S. 591 at 603; Docket No. 17-0124, Order at 100. The Commission
must balance not just utilities being allowed “a sufficient return on investment so as to
enable them to attract capital in financial markets at competitive rates,” but also that
services are provided “at the least possible cost to the citizens of the State” and that “the
rates for utility services are affordable and therefore preserve the availability of such
services to all citizens.” 220 ILCS 5/1-102(a), (a)(iii), and (d)(viii).

Third, as previously noted, the Commission has repeatedly stated that it does not
set rates based on rulings from other cases. Not only is the Commission not bound by
any other jurisdictions’ decisions but different facts and testimonies have been presented
in this proceeding than in the CWC proceeding, which would lead to different conclusions.

In his direct testimony, Mr. McNally presented a correction to the Company’s
original ROE analysis to remove its five most egregious flaws. Those corrections reduced
the Company’s original proposal from 11.15% to 9.40%. Staff Ex. 3.0 Corr. at 47.
Similarly, in its surrebuttal testimony, the Company presented, “for the Commission’s
consideration,” the results of its updated ROE analysis, making the same five corrections.
Those corrections reduced the Company’s original proposal from 12.00% to 9.97%. Staff
recommends that the Commission not consider an ROE of 9.97% for setting USI’s rates.
To be clear, Mr. McNally did not testify that 9.40% was a reasonable ROE for USI. Rather,
he presented that number specifically to show the effects of the principal errors in Ms.
Ahern’s analyses and, thereby, demonstrate how inflated the Company’s 11.15% ROE
proposal was. Other, less significant errors still plague that analysis, such as the improper
use of historical and forecasted data, rendering it unsuitable for rate setting. Now, based
on its updated 12.00% ROE analysis, the Company produces a similar showing as a
“corrected updated return on common equity of 9.97%” — presumably with the hope that
the Commission will adopt it in the likely event it rejects, as it absolutely should, the
Company’s 12.00% proposal. But just like the 9.40% correction to the original 11.15%
ROE, the 9.97% correction represents an incomplete correction and, therefore, does not
represent a reasonable ROE. Nonetheless, it does provide some insight, as it exposes
the Company’s 12.00% updated ROE as being even more outlandish than the original
11.15% proposal. Staff IB at 52.

For all the above reasons and those set forth in Staff's Initial Brief and testimony,
the Company’s 12.00% ROE should be rejected, and Staff's 9.31% ROE should be
adopted by the Commission.

C. AG
The AG argues that Ms. Ahern’s recommendation is flawed in several ways,
including her use of a business/financial risk “adder” and alternative valuation

methodologies the Commission has repeatedly rejected in many prior rate cases,
including in cases in which Ms. Ahern has employed the same tactics. The AG reasons
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that the effect of these adders and alternative methodologies is to inflate the proposed
ROE. The AG argues that, as it has done in numerous past cases, the Commission
should reject USI's use of adders and alternative valuation methodologies that seemingly
serve one purpose—to improperly increase a utility’s requested ROE.

The AG notes that Staff witness McNally identified five flaws in Ms. Ahern’s ROE
analysis in his direct testimony. Staff Ex. 3.0 Corr. at 31. The AG explains that three of
the items Mr. McNally listed concern two valuation methodologies and an adder Ms.
Ahern employed that the Commission has rejected repeatedly in many past cases,
including cases in which Ms. Ahern was the witness promoting their use. The other two
items are technical issues, including her use of “unreliable betas” and using a “non-price
regulated proxy sample that is not comparable in risk to” USI. Id.

In addition to his technical critique, the AG explains, Mr. McNally noted that the
Commission has rejected utility witnesses’ use of the RPM. The AG observes that Mr.
McNally identified nine orders in which the Commission rejected use of RPMs. Id. at 40,
n. 59. One of the additional cases Mr. McNally cited was lllinois-American Water
Company’s (“IAWC”) rate case in Docket No. 11-0767, which the AG states is notable
because Ms. Ahern was IAWC’s ROE witness in that proceeding. In its order dismissing
Ms. Ahern’s use of a risk premium model, the AG notes that the Commission found that
her analysis was flawed and that “the Commission does not typically rely on the risk
premium model to establish the cost of common equity in rate proceedings and believes
that the record does not support a change in this proceeding.” lllinois-American Water
Co., Docket No. 11-0767, Order at 110 (Sep. 19, 2012).

The AG argues that Ms. Ahern made little effort to explain why the Commission
should deviate from its many past decisions rejecting use of risk premium models. The
AG notes that in her rebuttal testimony, of the nine decisions cited by Mr. McNally, Ms.
Ahern asserted that the risk premium model she used in the instant case does not suffer
from the same problem the Commission found problematic in Docket Nos. 07-0241/07-
0242 (Consol.). USI Ex. 12.0 at 52. The AG concludes that Ms. Ahern does not
distinguish the RPMs she applied here from her RPM that the Commission rejected in
Docket No. 11-0767.

In surrebuttal, the AG observes that Ms. Ahern cites two recent Commission
decisions in which the Commission stated that its “analysis in this case is not indicative
of how the Commission will review and decide upon ROE in future rate cases, nor shall
this decision obligate the Commission to apply the same or similar analysis in future
proceedings.” USI Ex. 18.0 at 16-17, citing, Docket No. 17-0124, Order at 102; Docket
No. 16-0093, Order at 67. The AG argues that Ms. Ahern does not provide the proper
context for the Commission’s statements in those cases. The AG further reasons that the
ROE decisions in Docket No. 16-0093 and Docket No. 17-0142 were the results of ad
hoc averaging methodologies the Commission devised in each case. The AG believes
that the Commission’s statements stress that the respective averaging methodologies
employed in those dockets should not be used as precedent. More importantly, according
to the AG, there is nothing in the statements suggesting a retreat from the Commission’s
repeated rejections of risk premium models.
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The AG observes that Mr. McNally criticized Ms. Ahern’s use of a business risk
adjustment on both a technical basis and because it is inconsistent with several
Commission orders rejecting similar adjustments. Staff Ex. 3.0 (Corr.) at 42-47. The AG
explains that Mr. McNally cited two cases in which Ms. Ahern promoted similar size-based
ROE adders that were rejected by the Commission. See Docket No. 07-0507, Order at
90-91; Docket No. 03-0403, Order at 43.

In the Aqua case, according to the AG, the Commission explained its decisions
dismissing Ms. Ahern’s proposal by noting that Aqua is a “wholly-owned subsidiary within
a much larger organization, and in that sense is indistinguishable from an independent
utility of the same size as [the parent company].” Docket No. 03-0403, Order at 43. The
AG explains that Mr. McNally pointed out that because “USI is also a wholly-owned
subsidiary within a much larger organization ... Ms. Ahern’s inclusion of a business risk
adjustment based on the size of USI is unwarranted.” Staff Ex. 3.0 Corr. at 47.

In addition to the cases cited by Mr. McNally, the AG observes that the Commission
rejected Ms. Ahern’s use of: (1) a business risk premium in Docket No. 04-0442, (Aqua
lllinois, Docket No. 04-0442, Order at 43-44 (Apr. 20, 2005)); (2) a financial and business
risk adjustment in Docket No. 11-0767, (Docket No. 11-0767, Order at 110); and (3) a
financial risk adjustment in Docket No. 09-0319 (lllinois-American Water Co., Docket No.
09-0319, Order at 113 (Apr. 13, 2010)).

Thus, the AG reasons, in at least five separate cases the Commission has rejected
Ms. Ahern’s use of size and business risk premiums. The AG argues that Ms. Ahern
made no effort in either her rebuttal or surrebuttal testimonies to explain why her proposal
in this case is different from her proposals in the prior cases or why the Commission
should suddenly reverse course and endorse her proposal here. The AG argues that as
it has done in many past cases, the Commission should dismiss Ms. Ahern’s use of a
business risk premium in the current matter.

Moreover, the AG argues that Ms. Ahern’s application of an ECAPM is technically
flawed and should be rejected. Id. at 34-35. The AG observes that Mr. McNally noted
that the Commission rejected Ms. Ahern’s application of the ECAPM in Docket No. 11-
0767. See Docket No. 11-0767, Order at 109. In defending her use of the ECAPM, the
AG notes that Ms. Ahern included a long quote from Roger A. Morin. USI Ex. 12.0 at 48-
49, quoting Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc. 2006)
at 428-431. The AG finds Ms. Ahern’s reliance on Mr. Morin interesting because, in
Docket No. 03-0403, Ms. Ahern defended her application of an ECAPM analysis relying
on a written comment by Mr. Morin. Docket No. 03-0403, Order at 41. The AG further
explains that the Commission noted that “there is no showing that the theory of the Morin
ECAPM is widely accepted by practitioners using risk premium models, notwithstanding
the discussion in Dr. Morin’s textbook. Id. at 41-42.

The AG argues that Ms. Ahern offered no response to Mr. McNally’s testimony that
the Commission rejected her use of the ECAPM in Docket No. 11-0767. The AG also
states that she does not explain why the Commission should adopt the “Morin ECAPM”
that it rejected in Docket Nos. 03-0403 and 04-0402. The AG recommends that, as it has
done in at least three past cases, the Commission should dismiss Ms. Ahern’s application
of the ECAPM in this case.
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The AG argues that the effect of Ms. Ahern’s alternative measurement
methodologies and adder is to inappropriately inflate her proposed ROE. Mr. McNally
testified that removing the effect of the five errors discussed in his direct testimony
reduces Ms. Ahern’s suggested ROE by 175 basis points. Staff Ex. 3.0 (Corr.) at 47.
Accordingly, the AG argues that the Commission should reject her proposal and adopt
Mr. McNally’s recommended 9.31% ROE.

d. CuB

CUB supports Staff’'s recommended ROE and urges the Commission to reject the
Company’s excessive ROE recommendation, and its unjustified and flawed ROE financial
risk adders, and adopt a return of 9.31%. This ROE will fairly compensate USI’s investors
for their capital at reasonable cost to its customers. Hence, an ROE of 9.31% strikes a
fair and reasonable balance between the interests of all stakeholders.

According to CUB, the objective of the rate of return witnesses in this proceeding
is to estimate the market-required ROE for USI. The determination of an appropriate
return is governed in part by two well-established decisions of the U.S. Supreme Court
that are well-known to ROE experts: Bluefield and Hope. The Commission has often
relied on Bluefield and Hope in its decisions involving the determination of a fair return.
See Docket No. 13-0192, Order at 100. In accord with this legal guidance, CUB
recommends the Commission approve a return on common equity of 9.31% for USI, as
it is reasonable and consistent with the governing legal standards. In stark contrast to
Bluefield and Hope, the Company is proposing to set rates based on a return of 12.00%.
USI Ex. 12.0 at 58. CUB avers that USI's requested ROE is excessive and would result
in unjust and unreasonable rates.

Staff, through the testimony of Mr. McNally, provided the type of analysis
commonly relied upon by the Commission in determining ROE. Mr. McNally evaluated
the Company’s investment risk by utilizing appropriate, similarly-situated regulated
entities as a proxy for determination of USI's cost of common equity. Mr. McNally has
demonstrated that Staff’'s proposed ROE would fairly compensate USI'’s investors for their
capital at a fair and reasonable cost to customers. Accordingly, Staff’'s recommended
ROE of 9.31% should be adopted.

CUB opines that Ms. Ahern relies upon a flawed financial analysis and
inappropriate adjustments for risk and size which have been consistently rejected by the
Commission in setting ROE. USI Ex. 7.0 at 18-21. The incorporation of the inappropriate
size premium inflates the Company’s ROE recommendation. CUB urges the Commission
to reject the Company’s flawed analysis and not consider this inappropriate size premium
in its determination of the ROE.

CUB further notes that the 70 basis point adjustment proposed by Ms. Ahern and
opposed by Staff and CUB is one which the Commission has historically refused to adopt,
for a variety of factual reasons noted by Mr. McNally in his testimony. Notably, Ms. Ahern
accepts Mr. McNally’s position that no theoretical basis exists for a sized-based risk
premium. USI Ex. 12.0 at 28.

CUB explains that it has been Commission practice for over a decade to remove
adders such as the size premium adjustment proposed by USI. The Commission has
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specifically found in the past that “a business risk premium based upon the relative market
value size of utilities has not been shown to be consistent with financial theory.” Docket
No. 09-0319, Order at 113. This is the same type of adjustment that the Company alleges
should be made here, and yet they have not shown that the adjustment is based upon
sound financial theory. Mr. McNally thoroughly refuted each of the arguments put forth
by USI as to why this adjustment may be necessary, and no evidence in the record shows
that this adjustment is now consistent with financial theory. In keeping with past
Commission precedent, this adjustment should be specifically excluded from the
determination of the ROE.

CUB notes that USI advocates for an average of the recommendations of its
witness and Mr. McNally. In making this argument, however, the Company fails to note
that the Commission has previously found that several of the methods utilized by USI's
witness are not reliable, and therefore are not the type of legitimate theories upon which
the Commission should make its determination. Notwithstanding the fact that this
suggestion should be rejected as untimely and utterly lacking an evidentiary basis, the
Commission should reject USI’'s request given that the Company’s recommendation is
based upon a flawed financial analysis that lacks a legitimate theoretical basis.

CUB argues that it is reasonable to assume that given recent Commission
decisions, the Company may have anticipated some type of averaging methodology
would be used to determine an awarded ROE in this case. CUB posits that use of
averaging appears to have encouraged USI to offer an inflated ROE recommendation in
order to manipulate a resulting average ROE. CUB avers that the Company’s inflated
ROE recommendation represents a significant departure from the methodologies used to
support utilities’ requested ROE in rate cases prior to 2015. CUB argues that it is also
telling that in its Initial Brief, USI never specifically asks the Commission to award an ROE
of 12.00%; rather, it completes its argument on the topic with a reminder that the
Commission has recently set the cost of common equity for several utilities by taking a
straight average of the recommendations. CUB believes that this further illustrates that
the Company recognizes the unreasonableness of its inflated recommendation, and lends
itself to the argument that the recommendation was made only to inflate the final award.

Finally, CUB notes that USI alleges that “perhaps the most telling development”
regarding the appropriate ROE for the Company is the recent authorization by the South
Carolina PSC of a 10.5% return for a US| sister company. The award of a particular ROE
in a different state, different record, and different financial criteria for a sister company is
not a valid basis upon which the Commission can rely to conclude a particular ROE is
appropriate for USI. The Commission is obligated by the Act to conduct its own evaluation
of the appropriate cost of equity based on the record evidence before it. CUB maintains
that USI’s reference to the South Carolina PSC is irrelevant, wholly inappropriate and
must be rejected.

e. Commission Analysis and Conclusion
The Commission, in making a determination regarding the cost of common equity,
relies primarily on data derived from financial models that attempt to quantify the cost of

attracting capital investment during the time period for which the rates will be in effect.
Historically, the Commission has given substantial weight to the results of the DCF and CAPM
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analyses of the parties’ expert witnesses. In this proceeding, only Staff and USI presented
witnesses who testified concerning their recommendations for the Company’s cost of
common equity. The briefs of CUB and the AG support Staff’s position.

The Commission has said this regarding the estimation of the cost of common
equity:

In estimating the cost of common equity, the Commission
must consider not only the outputs of the financial models, but
whether the authorized ROE satisfies the standards set forth
in Bluefield Water Works & 398 Improvement Co. v. Public
Service Commission of West Virginia, 262 U.S. 679 (1923)
and Federal Power Commission v. Hope Natural Gas Co., 320
U.S. 591 (1944). These decisions establish that a regulatory
body such as the Commission must consider whether the
authorized return will allow a return that is sufficient to
maintain the utility’s financial integrity and to attract capital at
reasonable terms, while ensuring that customers do not pay
an excessive or unreasonable return on those rates. Bluefield,
262 U.S. at 692-93; Hope, 320 U.S. 591 at 603. The Company
must be able to provide safe, reliable service at just and
reasonable rates. Bluefield, 262 U.S. at 693; Hope, 320 U.S.
591 at 603. The return should be commensurate with returns
investors could earn by investing in other companies of
comparable risk. Bluefield, 262 U.S. at 692; Hope, 320 U.S.
591 at 603.

Docket No. 16-0093, Order at 65. With this guidance in mind, the Commission cannot
adopt either the initial (11.15%) or rebuttal (12.00%) proposal of the Company. Both
proposals would result in an overstated ROE that benefits the utility and its shareholders
to the detriment of ratepayers who would be required to pay excessive or unreasonable
rates, contrary to the wisdom of these landmark cases.

In rejecting the Company’s proposal, the Commission relies on Staff witness
McNally’s testimony which identified and explained the five most egregious errors
contained in USI witness Ahern’s testimony. These five errors are sufficient to reject the
Company’s proposal, but Staff also identified additional smaller errors in her analysis such
as her use of historical and forecasted data. The Company’s use of adjustments that
have been repeatedly rejected by the Commission, such as the size based adjustment
(see Docket No. 07-0507, Order at 91-92) results in an inflated ROE. An average of
Staff's and the Company’s proposals results in an ROE higher than that granted to its
sister company in South Carolina. The result of the averaging and the ROE granted in
South Carolina are not evidence of what a proper ROE for the Company is in this case,
but they do provide a reasonableness check against the Company’s requested 12.00%.
For these reasons, the Commission rejects the Company’s proposed 12.00% ROE.

Staff’s proposal, in contrast to the Company’s, provided the type of analysis
commonly relied upon by the Commission in determining ROE. The Commission finds
that Mr. McNally evaluated the Company’s investment risk by utilizing appropriate,
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similarly-situated regulated entities as a proxy for determination of USI’s cost of common
equity. The results of Mr. McNally’s DCF and CAPM analyses are reasonable and result
in an ROE of 9.31% for the Company which the Commission finds is sufficient to maintain
USI’s financial integrity and to attract capital at reasonable terms, while ensuring that
customers do not pay an excessive or unreasonable return on those rates.

2. Impact of Rider VBA on Cost of Common Equity
a. uUsSlI

USI argues that the Commission should reject Staff's recommended eight basis
point downward adjustment to ROE if Rider VBA is approved. Staff's recommendation is
based on speculation that the implementation of Rider VBA will improve the credit rating
of USI by one rating notch (e.g., A2 to Al). USI Ex. 12.0 at 38-39. This assumption is
unfounded and inappropriate. It is particularly arbitrary given Staff's prior
recommendation in the recent Aqua case that the adjustment should only be six basis
points. USI is unaware of any utility company getting a credit rating upgrade solely due
to the authorization of a Rider VBA-type mechanism. In addition, the Company suggests
that Staff’'s speculation is rebutted by a study reported in a Moody’s Investors Service
article dated November 4, 2011. Moody’s observed that such utilities did “show slightly
less volatile gross profit and [cash flow from operations] pre-working Capital (CFO pre-
WC) than the broad sector averages” but also observed that viewed from a broad sector
perspective:

[tlhere is little to no correlation between the stability of key
financial metrics that determine a company’s credit rating (i.e.
ratios based on the CFO pre-WC coverage of interest and
debt) and a sector's proclivity for special recovery
mechanisms. In fact, based on sector averages, the sectors
in which there is a greater use of special recovery
mechanisms, such as [local distribution companies] and
[transmission and distribution companies], appear to have
more volatile credit metrics than vertically integrated utilities.

USI Ex. 12.0 at 40. In addition, USI states that empirical research by The Brattle Group,
AUS Consultants and ScottMadden Inc. have all concluded that decoupling mechanisms
have no statistically significant impact on investor perception of investment risk, and thus
no statistically significant impact on their required ROE. USI Ex. 12.0 at 42-43.

According to USI, there is no evidence that the implementation of Rider VBA-type
mechanisms drives changes in credit ratings, and no empirical evidence that these type
of decoupling mechanisms reduce investors’ collective perception of risk. Nor is
implementation unique to the market data of the publicly-traded companies used in the
derivation of Staff's ROE estimate. Consequently, USI avers that Staff's eight basis point
reduction to USI's ROE is unwarranted, and should not be adopted by the Commission.

b. Staff

Mr. McNally testified that an eight basis point downward adjustment to his cost of
common equity is necessary, since his risk assessment and cost of equity
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recommendation for USI reflects USI’s current risk, which does not reflect the reduction
in operating risk that would occur if the Commission approves Rider VBA. Staff Ex. 3.0
Corr. at 27-28. Mr. McNally testified that his downward adjustment proposal is
appropriate given that Rider VBA reduces volatility and uncertainty in the Company’s cash
flows, which Company witness Lubertozzi also expects. Staff Ex. 3.0 Corr. at 28; USI Ex.
1.0 at 9. Mr. McNally used the same methodology for his VBA adjustment that was used
in a recent IAWC rate case in which the Commission also approved an eight basis point
downward adjustment for Rider VBA. Docket No. 16-0093, Order at 66. In fact, the
Commission has been making similar downward adjustments for decoupling riders for
operating risk all the way back to when the riders were first approved in 2008. See Docket
Nos. 07-0241/07-0242 (Consol.), Order at 99.

To calculate the Rider VBA cost of common equity adjustment, Mr. McNally
examined the core rating factors Moody’s focuses on for its water utility ratings analysis,
which is based on the total risk of a company. The first core factor, business profile, is
composed of five sub-factors; Rider VBA would have a positive effect on two of those
sub-factors, cost and investment recovery, and revenue risk. To determine its ratings,
Moody’s assigns weight to each sub-factor based on relative importance, with the cost
and investment recovery sub-factor being assigned 15% weight and the revenue risk sub-
factor being assigned 5%. To estimate the appropriate risk adjustment, Mr. McNally
began with the spread between long-term utility bonds rated A and Baa by Moody's.
According to Moody’s, on March 28, 2018, A-rated long-term utility bonds yielded 4.11%,
while Baa-rated long-term utility bonds yielded 4.52%, a yield spread of 0.41%. Since the
two sub-factors affected by Rider VBA are collectively assigned 20% weight, Mr. McNally
multiplied the 0.41% spread by 20% to estimate the incremental effect of Rider VBA of
0.08%. Staff Ex. 3.0 Corr. at 29.

In response to USI, Staff notes that the Company’s position is based on an
apparent misapprehension of Staff's analysis. Contrary to the Company’s claim, Staff did
not assume that Rider VBA will improve USI's credit rating by one rating notch. Rather,
as Mr. McNally explained, based on the Moody’s credit rating guidelines and its credit
favorable assessment of tariff mechanisms, he assumed that only two sub-factors of one
of the three core rating factors Moody’s employs would improve by one notch. Staff Ex.
3.0 at 28-29.

Staff also notes that the Company argues that an eight basis point adjustment is
particularly arbitrary given Staff's six basis point recommended adjustment in a recent
Aqua case for a similar rider. Staff opines that a mere two basis point difference is
certainly not evidence of a “particularly arbitrary” conclusion. More importantly, Staff's
adjustment is based on the same methodology it has been using in recent proceedings
for such adjustments. See Docket No. 16-0093, Order at 66. That approach is based on
current interest rates, which, of course, fluctuate somewhat over time.

Staff argues that the Company also cites, out of context, quotes from a 2011
Moody’s article in an attempt to support its claim. The Company misappropriates a quote
to attempt to draw an apple-to-oranges cross-sector comparison in order to falsely
suggest that revenue decoupling somehow increases volatility. However, the article from
which that quote was taken explicitly and repeatedly indicates that Moody’s views the
adoption of revenue decoupling mechanisms as a credit benefit, and Moody’'s has
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consistently maintained that decoupling is credit positive since then. Staff Ex. 9.0 at 24.
To suggest that revenue decoupling mechanisms, such as Rider VBA, would not enhance
credit ratings through increased earnings stability and greater assurance of fixed cost
recovery is contrary not only to Moody’s perspective, but to that of the Company’s own
witness, Mr. Lubertozzi, who testified that USI is seeking Rider VBA to stabilize its
earnings and provide greater certainty that it can recover its fixed costs. USI Ex. 1.0 at
9-10.

Finally, Staff notes that the Company cites three studies undertaken by consulting
groups, which found no statistically significant impact of revenue decoupling mechanisms
on required rates of return. Like the Moody’s article the Company cites, those studies
specifically conclude that revenue decoupling reduces the investment risk of public utility
stocks. Staff explains that those studies merely state that the impact cannot be isolated
or measured as of yet due to the myriad of factors that affect investors’ perception of risk.
Staff Ex. 9.0, 24-25. In fact, finding no significant impact of revenue decoupling on
required rates of return is not unexpected, as the entire point of such adjustments is to
offset the windfall effects on ROE of decoupling. For all the above reasons, the
Company’s argument should be rejected, and just as the Commission has accepted
similar revenue decoupling adjustments in past proceedings, Staff argues that it should
do so once again in this docket.

C. CcuB

CUB notes that USI's entire argument that Staff's eight basis point adjustment is
arbitrary is premised upon the fact that Mr. McNally’s recommended reduction is different
from the Staff-recommended six basis point reduction in a different docket. CUB opines
that USI's argument fails once the facts contained in Mr. McNally’s testimony are
considered. Mr. McNally is an expert in the field of financial analysis, with almost 20 years
of experience in providing the Commission with opinions on a variety of financial issues,
including rate of return and return on common equity, and has been a Chartered Financial
Analyst for 15 years. Staff Ex. 3.0 at 1. Mr. McNally testified at length as to the reasons
why an adjustment is necessary when a Rider VBA mechanism is approved and further
testified how the adjustment is calculated. Staff Ex. 3.0 at 27-29. Mr. McNally testified
that he calculated the cost of common equity adjustment necessary to reflect the impact
that Rider VBA will have upon USI specifically, not any other company. Staff Ex. 3.0 at
28-29. CUB points out that this is the opposite of an arbitrary recommendation. Likewise,
the six basis point reduction recommended by Staff in a different rate case for a different
utility was similarly calculated by a financial expert and adopted by the Commission
specifically for that utility and it was not an arbitrary reduction. CUB opines that Mr.
McNally’s recommendation is not arbitrary, but rather grounded in solid financial theory
and analysis.

Further, USI's argument that Staff's recommendation is “based upon speculation
that the implementation of Rider VBA will improve the credit rating of USI by one rating
notch” is speculation that comes from USI's own witness, not Staff’'s. USI IB at 23 (citing
USI Ex. 12.0 at 38-39). CUB avers that Mr. McNally never speculated that approval of
Rider VBA would improve USI’s credit rating by one notch. Rather, he testified that Rider
VBA would have a positive effect on two sub-factors of its business profile factor, and
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reduce risk to USI. Staff Ex. 3.0 at 29. Based upon the positive effect of those two sub-
factors, which are collectively assigned a 20% weighting by Moody’s, Mr. McNally
multiplied this 20% by 0.41%, the spread between long term utility bonds rated A and
Baa, to estimate the incremental effect of Rider VBA on the Company as 0.08%. Id.
Accordingly, CUB urges the Commission to accept Mr. McNally’s recommendation to
reduce the ROE award by eight basis points if the Rider VBA mechanism is approved.

d. Commission Analysis and Conclusion

As the Commission has done in other cases where a revenue decoupling rider
such as Rider VBA has been adopted, the Commission finds that Staff’'s proposed eight
basis point downward adjustment to the cost of common equity is necessary. Most
recently in Docket No. 16-0093, the Commission agreed that Rider VBA would reduce
operating risk and accordingly adjusted IAWC’s cost of common equity downward by
eight basis points for IAWC. Docket No. 16-0093, Order at 66. Mr. McNally utilized the
same methodology to calculate his adjustment in this case as was used to calculate the
adjustment in Docket No. 16-0093. The Company has not provided sufficient reason for
the Commission to change its practice and, thus, Staff's eight basis point adjustment is
adopted.

C. Recommended Capital Structure and Rate of Return

Having considered the conclusions above concerning the Company’s capital structure
and costs of debt and equity, the Commission finds that the Company should be authorized
to earn a rate of return of 7.57% for water and 7.61% for sewer. The rate of return
incorporates an ROE of 9.23% for water and 9.31% for sewer. The Company’s rate of return
was derived as follows:

Water Service

Component Amount Percent Cost Weighted Cost
Long-Term Debt $217,958,743 47.85% 5.76% 2.76%
Common Equity $237,557,685 52.15% 9.23% 4.81%
Total $455,516,428 100% 7.57%

Sewer Service

Component Amount Percent Cost Weighted Cost
Long-Term Debt $217,958,743 47.85% 5.76% 2.76%
Common Equity $237,557,685 52.15% 9.31% 4.86%
Total $455,516,428 100% 7.61%
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VIIl. RATE DESIGN
A. Uncontested Issues
1. Section 8-306(i) Disclosure

Staff testified that the Company’s proposed sewer tariff did not provide a separate
rate for customers who have separate meters. The Act requires the utility to do so and
states:

Each public utility that provides water and sewer service must
offer separate rates for water and sewer service to any
commercial or residential customer who uses separate
meters to measure each of those services. In order for the
separate rate to apply, a combination of meters must be used
to measure the amount of water that reaches the sewer
system and the amount of water that does not meet the sewer
system.

220 ILCS 5/8-306(i). Staff witness Boggs recommended the Company propose language
in its rebuttal testimony to revise its sewer tariff language so that it is in compliance with
Section 8-306(i) of the Act. Staff Ex. 4.0 at 23. In rebuttal testimony, the Company
provided tariff language to update its sewer tariff accordingly. USI Ex. 11.0 at 2. Staff
responded that the new language complied with Section 8-306(i) of the Act, and Staff
recommended the Commission approve it. Staff Ex. 10 at 8. Therefore, this issue is no
longer contested and the Commission approves the Company’s new language.

2. ILL.C.C. No. 4, Third Revised Sheet No. 1 — Sewer

Staff withess Boggs testified that on the Company’s proposed tariff sheet ILL.C.C.
No. 4, Third Revised Sheet No. 1 under the “Customer Charge” heading, the second set
of proposed Customer Charges listed are supposed to be for commercial customers.
Staff Ex. 10.0 at 8-9. However, the Company’s proposed tariff is labeled “Residential” for
its low use ($91.90) and unmetered customers ($101.55). Staff recommended the
Company correct these Customer Charge labels or provide explanation in its surrebuttal
testimony that clarifies any misunderstanding of these listed charges. Id. The Company
did not correct these labels or provide an explanation in its surrebuttal testimony. The
Company did not address this issue. The Commission therefore directs the Company to
correct this error.

3. Sewer Rate Design

Staff did not object to the Company’s proposed sewer service rate design. Staff
Ex. 4.0 at 20-21. The Company developed its proposed residential and commercial
sewer rates so that the revenue recovery from each class matches the cost to serve each
class. USI Ex. 6.01, Sched. DWD-15 at 1-3. Therefore, the Commission approves the
Company’s sewer service rate design.
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B. Contested Issues
1. Water Customer Charge and Water Usage Charge
a. usl

The Company opines that the Commission should not approve Staff’'s proposal to
freeze the current customer charge so that the entire rate increase would be collected
through the volumetric charge. The Company argues that the cost of service study
(“COSS”) performed by the Company’s outside consultant demonstrated that almost 94%
of the Company’s revenue requirement is associated with fixed costs and the remaining
6% represents variable costs. USI Ex. 7.0 at 5-6. Staff’s rate design goes in the opposite
direction of what the COSS would support. Under present rates, fixed charges provide
61.06% of the Company'’s revenues, but would drop to 40.94% under Staff’'s proposal.

The Company states that its proposal would maintain the current percentage of
revenue collected through the fixed charge and is more consistent with cost recovery
principles supported by both the American Water Works Association and National
Regulatory Research Institute. USI Ex. 11.0 at 5-6. In addition, pushing more of the
recovery of the revenue requirement into the volumetric component of the rates will
increase the magnitude of the revenues that will need to be reconciled through Rider
VBA. USI suggests that Staff's proposal will also provide a false price signal to
customers, who may adjust their usage to avoid the high volumetric charges, only to have
those perceived savings result in even higher charges via Rider VBA, which is designed
to make up the revenue requirement shortfall caused by a decline in water sales.

The Company notes that Staff wants the customer charge to only collect customer
costs such as the meter and service line, and none of the demand related costs.
According to USI, however, demand related costs, such as the mains, wells, pumps and
water towers, are generally fixed. Fixed costs, including demand-related costs, should
be matched to fixed charges. Otherwise a mismatch of revenue and costs is created,
USI avers. Staff objects to collecting any fixed demand-related costs through the
customer charge because Staff believes the higher customer charge ends up having low
demand customers contributing to costs caused by higher demand customers. In
response, USI states that unlike in the case of gas and electric utilities, USI does not have
demand charges or meters that would facilitate recovery of fixed costs. Moreover, USI
primarily serves a homogeneous class of customers, i.e., overwhelmingly residential.
Thus, it is likely that most customers’ contribution to the need for mains and production
plant fixed costs are comparable. Staff argues that reducing the amount of revenue
collected through the volumetric charge will “hinder” the customer’s ability to control
his/her water bill through conservation efforts. More likely, under Staff’s rate design, the
customer will be frustrated because his/her conservation efforts will lead to higher
volumetric charges necessary to make-up the fixed costs that are not being recovered
from reduced volumes of water sales.

USI recommends that the Commission approve the Company’s approach to
recovery of the proposed revenue requirement which more appropriately reflects the ratio
of fixed to total costs.

54



17-1106

b. Staff

Staff recommends that the Commission approve Staff's Customer Charge for the
Company’s water customers. Generally, rates should reflect cost of service unless there
is good reason or rationale for them to do otherwise. 220 ILCS 5/1-102(a)(iv), (c)(iii-iv).
The Act states that “the provision of reliable energy services at the least possible cost to
the citizens of the State; in such a manner that ... [t]ariff rates for the sale of various public
utility services are authorized such that they accurately reflect the cost of delivering those
services ....” 220 ILCS 5/1-102(a)(iv). The Act further provides for the fair treatment of
customers and requires that “(iii) the cost of supplying public utility services is allocated
to those who cause the costs to be incurred; (iv) if factors other than cost of service are
considered in regulatory decisions, the rationale for these actions is set forth.” 220 ILCS
5/1-102(c)(iii); 220 ILCS 5/1-102(c)(iv).

In the past, the Company has not used any COSS, but in the Company’s last rate
case, the Company and the Commission agreed with Staff's recommendation to provide
a more comprehensive COSS in the next rate case. Docket No. 14-0741, Order at 25.
Accordingly, for the first time the Company provided a comprehensive COSS in this case.

Staff used the customer meter and services cost data from the Company’s COSS,
USI Ex. 6.01, Sched. DWD-7, to illustrate that the cost-based Customer Charge for USI
would be $11.52. Staff Ex. 4.0 at 13. The Company’s current Customer charge is $24.73,
which is already more than double what it should be using the Company’s own COSS.
Id. Thus, Staff witness Boggs recommends keeping the Customer Charge at the current
rate of $24.73. 1d. at 13.

Typically, according to Staff, the Customer Charge is used to recover fixed
customer costs and is not used to recover demand related costs. Id. at 12. Instead,
demand related costs are usually recovered through the volumetric or Usage Charge. Id.
Staff notes that Mr. D’Ascendis insists on including 50% of the demand related costs in
his proposed Customer Charge, in addition to all of the customer related costs. USI Ex.
11.0 at 5-6. Staff witness Boggs testified that including demand related costs in the
Customer Charge, as Mr. D’Ascendis proposes, would hinder a customer’s ability to
control his/her water bill through conservation efforts. Staff Ex. 10.0 at 4. It would also
penalize low use customers because, by paying the higher Customer Charge, they are
contributing to recovery of costs caused by higher demand customers. Id. Staff argues
that the Company’s demand costs should be aligned with cost causation principles and
when the Company incurs additional costs to increase the water system’s capacity to
keep up with the demand, customers with higher demands should pay higher demand
costs through Usage Charges. Id. at 4-6.

Staff notes that USI withess D’Ascendis did not cite to any water rate case where
a Commission approved the addition of demand related costs into the calculation of the
monthly Customer Charge. Staff Ex. 4.0 at 12. Rather than addressing the issue of cost
causation, as suggested by his own COSS, Mr. D’Ascendis focuses on whether costs are
fixed costs or variable costs. Staff IB at 58.

Staff points out that in two of the more recent water rate cases before the
Commission, IAWC rate case in Docket No. 16-0093 and Aqua’s rate case in Docket No.
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17-0259, the Commission approved Customer Charge calculations and proposals in both
cases based on customer meter and services costs that were presented in each
company’s COSS. The data and calculations that were used in this case to arrive at the
cost-based Customer Charge for USI are very similar to the data and calculations used
to determine the Customer Charge approved by the Commission in the recent IAWC and
Aqua rate cases. Staff explains that neither of these Commission-approved Customer
Charge calculations included recovery of any demand related costs. Staff Ex. 10.0 at 5-
6. Recovery of the Base costs, Extra Capacity-Maximum Day costs and Extra Capacity-
Maximum hour costs should be recovered through the volumetric Usage Charge, rather
than through the Customer Charge. For all these reasons, the Commission should adopt
Staff's proposed water rate design.

The Company proposes a Usage Charge that essentially recovers the remainder
of the Company’s proposed revenue requirement that the monthly Customer Charges
and Availability Charges do not recover. Staff Ex. 4.0 at 13. Staff witness Boggs testified
that if the Commission approves Staff's Customer Charge proposals, the Company’s
proposed Usage Charge would be too low to allow the Company to fully recover its
proposed revenue requirement. Id. He recommended using water Usage Charges as
the residual rate to capture the Company’s approved revenue requirement. Id. at 11.
Staff acknowledges that this recommendation may exceed the Company Usage Charge
proposal; however, Mr. Boggs’ Usage Charge proposal is designed to take into
consideration Staff's recommendation to keep the Customer Charge at $24.73 and to
eliminate the Availability Charge. Id. at 14. Staff's overall rate design recommendations
allow customers greater control over their monthly water bills and allocates higher costs
to customers with higher usage. Id. Therefore, the Commission should approve Staff’s
proposed Usage Charge.

In response to the Company, Staff states that the Commission has previously ruled
that it is inappropriate to combine a Rider VBA with higher fixed charge recovery, as the
Company seeks to do here, because it is redundant. Staff points to the Commission’s
Order in Docket No. 15-0142, where the Commission concluded that it “is inappropriate
to pair a revenue decoupling mechanism such as Rider VBA with high fixed customer
charges, because both address the issue of revenue stability.” Docket No. 15-0142,
Order at 109; see also Docket Nos. 14-0224/14-0225 (Consol.), Order at 176.

C. HOA

HOA notes that USI currently has separate customer charges for 5/8 inch, 3/4 inch,
and 1-inch meters. The Company proposes to keep the separate charges and
significantly increase the charges for each meter class. HOA proposes that the
Commission consolidate the meter charges for the three classes and that the Commission
reject USI's proposed increase and adopt the revenue calculation formula recommended
by Staff withess Boggs. HOA states that all three meters serve residential customers and
there is no justification for charging one residential customer a higher meter charge than
another customer.

The Company admitted in its rebuttal testimony that “benefits can accrue to both
the Company, Staff and the ratepayers if these three meter sizes monthly base facility
charges were consolidated.” USI Ex. 8.0 at 7. As a result of the issues concerning the
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difference among the three meter sizes, and customer opposition as voiced at customer
meetings, USI witness Lubertozzi does not oppose consolidating the three charges into
one rate. Tr. at 48-49. In his surrebuttal testimony, Mr. Lubertozzi testified that using the
filed revenue requirements, a consolidated meter monthly base facility charge for 5/8”,
3/4”, and 1" meters is $38.54. USI Ex. 13.0 at 7, Table 2. HOA recommends that the
Commission reject USI's revenue calculation and adopt the calculation proposed by Mr.
Boggs.

d. AG

The AG adopts by reference the position taken by HOA on the issue of a water
customer charge. The AG argues that the Commission should adopt HOA'’s proposed
rate design regarding recovery of costs with a fixed charge.

e. Commission Analysis and Conclusion

The Commission adopts Staff withess Bogg's proposal because it removes the
demand related costs that the Company has included in its proposed customer charge.
The Commission finds that, consistent with cost causation principles, when the Company
incurs additional costs to increase the water system’s capacity to keep up with demand,
customers with higher demands should pay higher demand costs through usage charges.
The Commission notes that the Company’s current customer charge, which Staff
recommends keeping, is already more than double what it should be using the Company’s
own COSS.

The Commission disagrees with the Company’s argument that Staff’s proposal will
provide a false price signal to customers. USI suggests that customers who adjust their
usage to avoid high volumetric charges, would then have those perceived savings result
in even higher charges via Rider VBA, which is designed to make up the revenue
requirement shortfall caused by a decline in water sales. The savings that an individual
customer is able to create through reduced usage should, arguably, be greater than an
individual's share of an increase from Rider VBA because any increase pursuant to Rider
VBA is shared amongst all ratepayers.

The Commission has previously determined, as noted by Staff, that it is
inappropriate to adopt both high customer charges and a mechanism such as Rider VBA
because they both address revenue stability. Rider VBA, or any revenue decoupling
rider, is better for consumers because they allow customers some control over their bills
through reduced usage.

For these reasons, the Commission adopts Staff's proposed $24.73 Customer
Charge and Staff’s proposal to treat the Usage Charge as the residual rate to capture the
Company’s approved revenue requirement. The Commission adopts, as proposed by
Staff, the AWWA equivalent meter charges for each of the larger meter sizes. The COSS
presented by the Company does not provide substantial evidence to consolidate the 5/8”,
3/4”, and 1" meter sizes. To address the concerns of HOA, and in recognition of the
public comments, the Company is directed to include in the COSS prepared for its next
rate case an analysis on whether combining the Customer Charges for 5/8”, 3/4” and 1”
meter sizes can be completed in a way that reflects cost causation and is reasonable to
all ratepayers.
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2. Recovery of Availability Costs
a. uUsSl

USI does not oppose the elimination of the Availability Charges that are currently
collected from property owners in the service areas for the Lake Wildwood and Apple
Canyon developments. Historically, these charges have been collected from owners of
undeveloped lots who are not yet connected to the water delivery systems. The only
remaining issue is whether the revenues previously generated by the Availability Charge
should be transferred for collection into the fixed customer charge or the variable
volumetric usage charge. Availability customers use no water, and hence by their very
nature, the charges bear no relationship to the costs of pumping, metering, treating or
any other activity that varies with the usage of water. The rationale for the Availability
Charge was that the fixed costs of the plant and mains were determined in anticipation of
future demand by these customers. Since these charges related exclusively to fixed costs
of the systems, and not to any volume of delivered water, it is only logical and appropriate
that the recovery of the revenues produced by the charge be assigned to the fixed base
facility charge of the new rates.

USI argues that the Commission should not accept Staff’'s argument that the
recovery of revenue previously collected from the eliminated Availability Charge should
be assigned to the Usage Charge. Staff concedes the Availability Charge applied to
customers who are not using water but have lots that have water infrastructure in place.
In other words, the charge was not based on costs related to their usage; it was based
on the fixed costs of the infrastructure. Staff argues collection of the availability revenues
will aggravate the situation where customer charges are collecting more than the costs of
the meter and service line. However, the Availability Charge s related to fixed costs and
fixed costs should not be collected through a variable usage charge for the reasons stated
in the previous section of this Order.

b. Staff

Staff recommends that the Commission eliminate the Availability Charge and
assign the recovery of those costs to the Usage Charge. Staff notes that Availability
Charges apply only to those customers of the Apple Canyon, Lake Holiday, and Lake
Wildwood who own unimproved lots that have water infrastructure in place that is ready
to be used whenever the customer is ready to connect to the Company’s water system.
Staff Ex. 4.0 at 15.

As explained above, the current Customer Charge that Staff recommends leaving
in place is already more than double the customer, meter, and services costs that the
Customer Charge is intended to recover. Adding a portion of the availability cost recovery
to the Customer Charge would only further aggravate this situation, and would contravene
the cost causation principals provided for in the Act. Accordingly, Staff recommends that
the availability costs be recovered only through the Usage Charge.
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C. Commission Analysis and Conclusion

The Commission agrees with Staff that the COSS, which the Company prepared
at the Commission’s direction, should guide the rate design for the Company. The
Commission is troubled that the Company’s current Customer charge of $24.73 is already
more than double what it should be using the Company’s own COSS. Staff Ex. 4.0 at 13.
Inclusion of any of the Availability Charge in the Customer Charge would exacerbate this
distortion. Accordingly, Staff's position is adopted.

3. Rider VBA
a. usl

The Company recommends that the Commission approve Rider VBA, as proposed
by the Company, without any of the modifications offered by HOA and the AG. USI
asserts that its Rider VBA tariff proposal is essentially the same as has been recently
approved for IAWC and Aqua. The Company asserts that HOA provided no evidence to
show any of the modifications are necessary or justified.

USI explains that Rider VBA decouples the level of revenue approved for recovery
of fixed costs of producing and delivering water from water sold or sales volumes. Most
of USI's costs are fixed, but a disproportionate amount of the revenue collected is
variable, which can lead to uncertainty that a utility will recover its fixed costs. Rider VBA
is designed to enable the Company to recover a Commission authorized level of revenue,
as determined in this proceeding, from its volumetric charges. It would also insulate
consumers from paying more than the authorized level of revenue by providing for refunds
if sales are higher than projected. The rate caps proposed by HOA would defeat the
purpose of Rider VBA. The Company states that capping the recovery of the revenue
shortfall at 2%, when the weather or business cycle cause a revenue shortfall of 10%,
would deprive the utility of the cash flow needed to continue with projects and meet
expenses previously approved by the Commission.

b. HOA

The HOA members are concerned about the impact of USI's proposed Rider VBA
on their association members. Accordingly, HOA recommends placing a cap on the
amount that USI is allowed to increase rates under Rider VBA. HOA witness Boyer
proposed that “no annual increase should be more than 2 percent and the total amount
of the VBA increase should not be more than 5 percent in any five-year period.” HOA Ex.
3 Rev. at 3.

C. AG

The AG adopts by reference the position of HOA on adjustments to the Rider VBA
tariff and annual reporting requirements pertaining to the functioning of the rider.

d. Staff

While Staff does not object to Rider VBA as proposed by USI with the typographical
correction recommended by Staff, it does object to HOA’s proposal concerning Rider
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VBA. The Commission should reject HOA'’s proposal for several reasons. First, and most
importantly, HOA’s proposed cap on the Rider VBA rate would make Rider VBA an illegal
rider. In addition, HOA’s proposal should be rejected because: (@) it is asymmetrical, (b)
it changes the revenue requirement approved by the Commission, and (c) the mechanics
of the proposed cap are unclear. Staff Ex. 7.0 at 18.

e. Commission Analysis and Conclusion

The Commission agrees with Staff that Rider VBA would be rendered illegal if a
cap were imposed because it would limit the amount of recovery and as a result, the
revenue requirement approved by the Commission in this matter would be changed. The
Commission notes that HOA’s Reply Brief did not respond to Staff’s lengthy arguments.
The Commission declines to adopts HOA’s proposed cap not only because it would
change the revenue requirement, but also because it is asymmetrical and the mechanics
of the proposal are not explained by HOA. Accordingly, the Commission adopts the
Company’s proposed Rider VBA with Staff's recommended correction but without the
modifications recommended by HOA and the AG.

4. Rider VBA Reporting Requirements
a. uUsSlI

The Company requests that the Commission reject, due to the administrative
burden, the proposal by the AG to annually prepare reports for the service list in this
proceeding that calculate the Company’s rate of return with and without the effects of
Rider VBA. In essence, the AG would have USI prepare a rate case filing every year.
USI is the smallest by far of the lllinois utilities with VBA riders, which include IAWC, Aqua,
People Gas and North Shore Gas — yet, according to USI, no such burden has been
imposed on these larger companies with customer bases many times larger than USI.
The AG provides no instructions as to how to calculate the rate of return to be reported.
Furthermore, there is no explanation of the intended purpose of the reports, which seek
information extraneous to VBA reconciliation. The terms of Rider VBA already require
annual filing of an information sheet, a report showing the dollar amount due to be
collected or refunded and a petition to initiate a reconciliation proceeding to determine the
accuracy of the Company’s calculation. All of this public information will be available to
any interested party.

USI avers that HOA gives no reason for requiring the Company to provide special
treatment to only the persons on the service list in this docket, in perpetuity. The
information in the annual VBA filing should be easily obtainable from the Commission’s
website, and HOA does not explain why this source of the information would be
inadequate for any person genuinely interested in obtaining it. No other utility with a VBA
rider has been burdened with this extraneous requirement.

b. HOA
If the Commission approves the Company’s proposed Rider VBA, HOA requests

that the tariff be revised to reflect a requirement that the Company send a copy of the
annual report that is filed annually with the Commission to the representatives of the
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service areas on the service list for this proceeding. The required annual report shows
the determination of the Reconciliation Adjustment that is applicable to the upcoming year
and the Company’s rate of return with and without the effect of Rider VBA.

In response to USI’s argument that preparing the report creates “administrative
burdens,” HOA states this argument raises the question as to the Company’s ability to
administer Rider VBA. USI further argues that the Company would in essence have to
file a rate case every year to meet this request, but HOA notes that USI already
volunteered to provide the Commission, on or before March 20th of each year, a report
that provides the Company’s rate of return with and without the effect of Rider VBA.

The Company further alleges that no such burden has been placed on the other
lllinois utilities with VBA Riders in lllinois. HOA states, however, that is incorrect as the
utilities all provide an annual report that sets forth the actual rate of return and ROE with
and without the impact of Rider VBA.

If the Commission were to approve the requested Rider VBA and not adopt HOA'’s
proposal, the Commission should require that the annual filing be publicly available on e-
Docket in the docket of the reconciliation for that year. The service areas of USI deserve
to be afforded the courtesy of having access to required information. As evidenced by the
denial of the service areas requests for public forums regarding the Company’s requested
increase in rates in this case, the service areas must take other actions to monitor the
charges that are being assessed to them. This is a simple request — to just send a copy
of the annual filing with the Commission to the representatives of the service areas on the
service list in this case.

C. AG

The AG argues that the Commission should reject the Company’s opposition to
HOA'’s proposal that the Company include a comparison of its rate of return earned with
and without Rider VBA to HOA as a part of any approval of the proposed Rider VBA tariff.
The AG notes that USI argues that the Company would in essence have to file a rate
case every year if HOA’s recommendation was adopted. The AG argues that USI itself
has already volunteered to provide the relevant Rider VBA rate of return comparison with
the filing of its annual report with the Commission on or before March 20th of each year
in Section C of its requested Rider VBA.

The AG argues that if the Company does not know how to provide such a
calculation, then the Company’s ability to administer such a Rider to be in compliance
with its proposed tariffs is in question. The AG states that the Company’s opposition to
the request is tantamount to USI requesting guidance as how to implement its own
requested tariff. The AG argues that the Company should have sought guidance and
clarification prior to filing its proposed Rider VBA in this rate case.

The AG reasons that perhaps the problem is that no witness sponsored the
requested Rider VBA in testimony. The AG notes that the Company’s proposed Rider
VBA was only provided in the Company’s filing letter dated November 29, 2017 and is not
included in the record of this proceeding. The AG argues that if the Commission approves
the Company'’s proposed Rider VBA, the Commission should approve HOA'’s proposal to
send a copy of the report that provides the Company’s rate of return with and without the
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effects of Rider VBA to the representatives of the service areas on the service list of this
proceeding.

The AG argues that if the Commission were to approve the requested Rider VBA
and not adopt HOA'’s proposal, the Commission should, in the alternative, require that the
annual filing be publicly available on e-Docket in the docket of the reconciliation for that
year. The AG states that the service areas of USI deserve to be afforded access to this
important USI earnings information. According to the AG, as evidenced by the denial of
the service areas’ requests for public forums regarding the Company’s requested
increase in rates in this case, the service areas must take other actions to monitor the
charges that are being assessed to them. The AG requests that the Commission approve
this reasonable proposal.

d. Commission Analysis and Conclusion

The AG and HOA assert that they are merely asking the Company to provide the
representatives of the service areas on the service list of this proceeding with a copy of a
report that the Company’s proposed Rider VBA already requires the Company to prepare.
Rider VBA states, in relevant part:

The Company shall file with the Commission on or before
March 20 of each year ... a report which provides the
Company’s rate of return with and without the effect of Rider
VBA. At this same time, the Company shall also file a petition
with the Commission seeking initiation of an annual
reconciliation to determine the accuracy of the statement.

Thus, because Rider VBA already requires the requested report, the Commission will not
require any changes to the tariff. The only question appears to be whether the Company
should provide a copy to parties on the service list or whether filing it with the Commission
is sufficient. The Company asserts that the report will be easily accessible from the
Commission’s website, but the AG requests that, at a minimum, the filing be made publicly
available on e-Docket. The Commission agrees with the AG that for ease of access for
the parties, a public filing is appropriate and it should be made in the docket of that year’s
annual reconciliation.

IX. Cost of Service Study
A. Water — Uncontested

The Company’s water COSS is presented in USI Exhibit 6.01, Schedules DWD-1-
DWD-9. Staff did not object to the cost allocation methods the Company used both on
the demand and consumption requirements of each customer class. Staff Ex. 4.0 at 23.
No other party took issue with the Company’s water COSS presentation. Therefore, the
Commission approves the Company’s water COSS.

B. Sewer — Uncontested

The Company’s sewer COSS is provided in USI Exhibit No. 6.01, Schedules DWD-
10-DWD-16. Staff did not object to the allocation methods the Company used on the
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functional cost categories such as flow costs, demand costs and customer costs of each
customer class. Staff Ex. 4.0 at 23. No other party took issue with the Company’s sewer
COSS presentation. Therefore, the Commission approves the Company’s sewer COSS.

X. FINDINGS AND ORDERING PARAGRAPHS

The Commission, having considered the entire record herein and being fully
advised in the premises, is of the opinion and finds that:

(1)

(2)

3)

(4)
(5)

(6)

(7)

(8)

Utility Services of lllinois, Inc. provides water and sewer service to the public
within the State of Illinois and, as such, is a public utility within the meaning
of the Act;

the Commission has jurisdiction over Utility Services of lllinois, Inc. and of
the subject-matter herein;

the recital of facts and conclusions reached in the prefatory portion of this
Order are supported by the evidence, and are hereby adopted as findings
of fact;

a test year ending September 30, 2019, should be adopted for the purpose
of this rate proceeding;

for the test year ending September 30, 2019, and for the purposes of this
proceeding, the rate base for Utility Services of lllinois, Inc. is as follows:

Water: $33,071,142;
Sewer: $7,423,945

the $45,850,896 original cost of water plant in service for USI at December
31, 2016, as reflected on Staff's Schedule 2.22, is unconditionally approved
as the original costs of plant;

the $16,768,867 original cost of sewer plant in service for USI at December
31, 2016, as reflected on Staff's Schedule 2.22, is unconditionally approved
as the original costs of plant;

a fair and reasonable rate of return on the water rate base for Utility Services
of lllinais, Inc. is 7.57% and on the sewer rate base is 7.61%; rates should
be set to allow the Company an opportunity to earn that these rates of return
on its rate base, as is determined herein;

the rates which are presently in effect for Utility Services of lllinois, Inc.,
which are presently in effect, are insufficient to generate the operating
income necessary to permit the Company to earn a fair and reasonable rate
of return; those rates should be permanently canceled and annulled as of
the effective date of the new tariffs allowed by this Order;

the rates proposed by Utility Services of lllinois, Inc. would produce a rate
of return in excess of a return that is fair and reasonable; the Proposed
Tariffs of Utility Services of lllinois, Inc. should be permanently canceled and
annulled;
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(9) pursuant to Section 9-229 of the Act, the Commission has specifically
assessed the amounts expended by the Company to compensate attorneys
and experts to prepare and litigate this general rate case filing and finds
those amounts, as adjusted, to be just and reasonable, with the
Commission’s more detailed supporting findings on this subject as set forth
in this Order;

(10) Utility Services of lllinois, Inc. should be permitted to file new tariff sheets
setting forth the rates designed to produce operating revenues as follows:

Water: $9,330,034
Sewer: $2,585,708

as such revenues are necessary to provide the Company a rate of return of
7.57% on its water rate base and 7.61% on its sewer rate base, consistent
with the findings herein; these tariff sheets shall be applicable to service
furnished on or after their effective date;

(11) the new tariff sheets authorized to be filed by this Order shall reflect an
effective date not less than five working days after the date of filing, with the
tariff sheets to be corrected within that time period if necessary, except as
is otherwise required by Section 9-201(b) of the Act as amended,

(12) all remaining motions, petitions, objections, or other matters in this
proceeding should be disposed of in a manner consistent with the
conclusions reached herein; and

(13) Utility Services of lllinois, Inc. shall otherwise perform all actions that this
Order requires of it.

IT IS THEREFORE ORDERED by the lllinois Commerce Commission that the tariff
sheets proposing a general increase in water rates filed by Utility Services of lllinois, Inc.
on November 30, 2017 are hereby permanently canceled and annulled.

IT IS FURTHER ORDERED that Utility Services of lllinois, Inc. is authorized to
place into effect tariff sheets which will produce the annual operating revenues and
operating incomes set forth in Finding (10) above, and are consistent with Appendices A
and B to this Order, to be effective on the date of filing for water and sewer service
furnished on and after such effective date.

IT IS FURTHER ORDERED that Utility Services of lllinois, Inc. must file its rate
tariffs consistent with the requirements of Findings (10) and (11) above.

IT IS FURTHER ORDERED that upon the effective date of the tariff sheets filed
pursuant to this Order, the presently effective tariff sheets of Utility Services of lllinois,
Inc., which are replaced thereby are permanently cancelled and annulled.

IT IS FURTHER ORDERED that any petitions, objections or motions made in this
proceeding and not otherwise specifically disposed of herein are hereby disposed of in a
manner consistent with the conclusions contained herein.
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IT IS FURTHER ORDERED that the $45,850,896 original cost of water plant in
service for Utility Services of lllinois, Inc. at December 31, 2016, as reflected on Staff's
Schedule 2.22, is unconditionally approved as the original costs of plant.

IT IS FURTHER ORDERED that the $16,768,867 original cost of sewer plant in
service for Utility Services of lllinois, Inc. at December 31, 2016, as reflected on Staff’s
Schedule 2.22 is unconditionally approved as the original costs of plant.

IT IS FURTHER ORDERED that pursuant to Section 10-113(a) of the Public
Utilities Act and 83 Ill. Adm. Code 200.880, any application for rehearing shall be filed
within 30 days after service of the Order on the party.

IT IS FURTHER ORDERED that subject to the provisions of Section 10-113 of the
Public Utilities Act and 83 Ill. Adm. Code 200.880, this Order is final; it is not subject to
the Administrative Review Law.

By Order of the Commission this 24" day of September, 2018.
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CAse No. 2020-00160
WATER SERVICE CORPORATION OF KENTUCKY
RESPONSES TO COMMISSION STAFF’S THIRD REQUEST FOR INFORMATION

14. Refer to Water Service Kentucky's response to the Staff's Second Request, Item
63. The 9.25 percent return on equity is a hard entered number and the weighted cost of capital
is not calculated by using the net operating income. Provide a revised schedule showing the
actual calculations of Water Service Kentucky's return on total capital and the ROE.
RESPONSE:
Please refer to the response provided to the Staff's Third Request, Items 11 and 12.
WITNESS:

Rob Guttormsen
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